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To Our Stockholders:

2004 was ian important year for our company as well as for our industry. Our learning and
performance management systems are rapidly becoming mission-critical, global applications for all
types of organizations. As such, 2004 marked a turning point in the industry, as customers began
to actively seek out stable providers who could consolidate multiple systems onto a single, global
platform and serve as a long-term partner. With the recognition that scale and strength were going
to be the critical factors for success in our emerging market, Docent and Click2learn merged in
March 2004 to create SumTotal Systems, Inc. In a fragmented industry, the combination
established a clear leader with the operating and financial strength to give customers and prospects
the confidence they require as they invest in these enterprise systems.

Since that merger, we have greatly improved our financial performance. On a GAAP basis,
full-year license revenue was up from $9.1 million in 2003 to $22.4 million in 2004; total revenue
was up from $29.5 million to $55.2 million. The results for 2003 and for 2004 until March 18 are
the Click2learn numbers. We also achieved our objective on cash flow and generated positive cash
flow from operating activities in 2004.

SumTotal maintained its leadership in product innovation with the introduction of SumTotal
Enterprise Suite 7.0 in the fourth quarter. As one industry analyst noted, “SumTotal’s initial
product suite clearly signals the company’s intention to lead the marketplace with insightful design
and vigorous capabilities.” On the strength of this launch, SumTotal has been able to add many
new marquee customers to our user community. Our customer base — our most valued asset —
exceeds 12 million licensed users.

In 2005, we have seen continued revenue growth and opportunity for SumTotal. We have been
able to leverage our leadership position to become the platform of choice with the major Human
Resource Outsourcing providers. We have strengthened our global footprint, expanding key
operations in every major geographical market and winning business with the world’s largest
companies. And we have maintained our focus on operational success even while devoting
significant resources to Sarbanes-Oxley 404 compliance, which, as you may know, we finished for
2004 in early August.

We continue to see customers in our market making increasingly larger investments and, in turn,
looking for increasingly stable partners. These customers are becoming more and more :
sophisticated and are seeking innovative services and related human capital applications to enhance
their operations. With the recent announcement of our intent to acquire Pathlore Software
Corporation, we expect to have even greater financial scale and access to complementary growth
markets and segments. We believe the combined company can deliver $100 million in annualized
revenues and $10 million in annual cash flow. This combination positions us ideally to invest in
new service and application areas to serve our ever-growing customer base and lead our industry in
new directions.

I would like to thank our shareholders for their continuing support.

R. Andrew Eckert
Chief Executive Officer
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This Annual Report on Form 10-K contains forward-looking statements within the meaning of Section 274 of
the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. All
statements other than statements of historical fact we make in this Annual Report are forward-looking. Such
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Jorward-looking statements including the words “may”, “plans”, “expects”, “anticipates”, “intends”, “targets”,
“goals”, “seeks”, “believes”, “potential”’, “continue” and similar language, including variations of such words
and include, but are not limited ro, statements regarding the following; our belief that our available cash resources,
combined with cash flows generated from operations, will be sufficient to meet our presently anticipated working
capital, capital expense and business expansion requirements for at least the next 12 months, our belief that current
litigation and other legal proceedings will not have a material adverse effect on our business, operating results and
financial condition; statements about future business operations; marketing statements; industry leadership;
internal controls and procedures, statements about our new product, SumTotal 7.0 Series, revenue recognition,
financial performance including, but not limited to, estimated revenues, bookings, operating expenses, gross
margins, and profit, and market conditions that include risks and uncertainties are based on information that is
available to us at the date of this Annual Report on Form 10-K and reflects management’s then current
expectations, estimates, beliefs, assumptions and goals and objectives, and are subject to uncertainties that are
difficult, if not impossible, to predict. Our actual results may differ significantly from those projected in the forward-
looking statements. Factors that might cause or contribute to such differences include, but are not limited to those
discussed in the section ‘Management's Discussion and Analysis of Financial Condition and Results of Operations
— Factors That May Affect Future Results of Operations.” You are cautioned not to place undue veliance on the

forward-looking statements, which speak only as of the date of this Annual Report on Form 10-K. We undertake no
obligation to publicly release any revisions to the forward-looking statements or reflect events or circumstances
after the date of this document.

PARTI
ITEM 1. BUSINESS

We maintain executive offices and principal facilities at 1808 North Shoreline Boulevard, Mountain View,
California 94043. Our telephone number is (650) 934-9500. We maintain a Web site at www.sumtotalsystems.com.
Investors can obtain copies of our Securities and Exchange Commission (“SEC”) filings from this site free of
charge, as well as from the SEC Web site at www.sec.gov. In addition, the Company’s charter documents, including
its Code of Ethics for Chief Executive Officer, Senior Financial Officers, Other Senior Executive Officers and the
Board of Directors (“Code of Ethics”) and Whistleblower Policy and Procedure for the Anonymous Reporting,
Receipt, Treatment and Retention of Concerns to the SumTotal Systems, Inc. Board of Directors’ Audit Committee
Members or Executive Staff (“Whistleblower Policy™) are posted on the Company’s Web site. The Company
intends to post any amendments or waivers to its Code of Ethics to its Web site.

Background

We were originally incorporated as Asymetrix Corporation in the State of Washington in 1984 and have
developed and marketed a wide range of software products. In 1995, we began to focus our business on the
enterprise learning market and released our first authoring tool focused specifically on the creation of online
learning content. We created our first learning management system in 1997 and our first web-based collaborative
content development system in 1999. As a result of our decision to focus on the enterprise learning market, we
divested several product lines and made a number of acquisitions to strengthen our position in this market, and we
changed our name to Asymetrix Learning Systems, Inc. In connection with our initial public offering in June 1998,
we reincorporated as a Delaware corporation and in 2001 we changed our name to Click2learn, Inc. In 2001, we
acquired IntelliPrep Technologies, Incorporated (“IntelliPrep”) to strengthen our product offerings for the enterprise
learning market, resulting in the initial release of Aspen in September 2001.

In 2002 we limited our services offerings to those directly related to the implementation and support of the
Aspen suite and our other software products and discontinued offering custom content development services. In
January 2002, we entered into an agreement to sell the majority of our custom content development business to NIIT
(USA), Inc., the United States (“U.S.”) operation of NIIT Limited, a global custom software development firm. The
sale closed in the first quarter, but did not include our contract to provide custom content development services for
the Washington Army National Guard (“WANG™). We continued to provide custom content development services
to the WANG until July 2002, when we reached agreement to terminate the contract and transition the work in
process to another contractor. Upon termination of our contract with the WANG we had discontinued all custom
content development operations. Pursuant to Statement of Financial Accounting Standards (“SFAS™) No. 144,
revenue and expenses related to our custom content development business have been reclassified as a Loss from
Discontinued Operations in our financial statements for 2002 and prior years. This reclassification is reflected in any
discussion or description of the results from these periods.
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On March 18, 2004, we merged with Docent, Inc. (“Docent”) to form SumTotal Systems. For accounting
purposes, this was treated as an acquisition by Click2learn of Docent. Docent, Inc. was incorporated in Delaware in
1997 and had its initial public offering on September 29, 2000. The two companies entered into an Agreement and
Plan of Reorganization on October 20, 2003, and completed the merger on March 18, 2004. In that transaction, each
issued and outstanding share of Click2learn’s and Docent’s common stock was exchanged for 0.3188 and 0.7327
shares of SumTotal Systems’ common stock, respectively. The transaction was a tax-free reorganization for U.S. tax
purposes.

Overview

We are a leading provider of integrated software applications, services and content proven to drive business
performance through learning. Our solutions are uniquely focused on helping organizations harness and manage
mission-critical intellectual power to solve real-world business problems and produce significant bottom-line results.
We specialize in helping these organizations create, deliver, and analyze learning and information in order to
enhance workforce performance, build strategic relationships with their customers and partners and realize new
revenue streams. Our solutions are helping hundreds of corporations and government agencies around the world
achieve measurable improvement in business results in vital areas such as sales readiness and new product launch,
customer education and sales channel effectiveness, certification and regulatory compliance, Enterprise Resource
Planning (“ERP”) and Customer Relationship Management (“CRM”) system rollout training, customer service and
call center improvement, and organizational development and corporate university education.

Our core offering, the SumTotal Systems Enterprise Suite 7.0 and 7.1 (“SumTotal 7.0 Series™), is an
integrated suite of software applications that combines learning management, learning content management, in-
depth analytics and other mission-critical, standards-based learning applications on a single, integrated platform.
With our suite and our related software products, services and content, organizations can improve productivity and
increase revenue by creating, managing and delivering timely information and training across their extended
enterprise of employees, suppliers, distributors and customers. Individuals can collaboratively develop and share
content over the Web, and communicate in real-time in virtual classrooms or online meetings. Most importantly,
organizations can report, measure and analyze the impact of training on desired business results in order to
effectively target learning activities. SumTotal 7.0 Series is a web-based system that is designed to be open, flexible
and scalable and easily configured to adapt to unique customer needs.

We provide our enterprise learning products and services to large customers across a broad range of
geographies and industries, with over 40% of the Fortune 50 and over 35% of the Global 50 among our clients. We
serve clients in industries such as financial services, health care, computer software, manufacturing, media, natural
resources, networking, telecommunications, transportation, utilities, government and education.

Industry Background

We participate in established market categories defined as “Human Capital Management” and “eLearning” by
leading industry research firms such as Gartner, Forrester Research, International Data Corporation, and many
others. The roots of eLeamning and Human Capital Management can be traced to the early days of the Web with the
introduction of Internet-based training (“IBT™) tools. These tools provide the ability to convert classroom-based
training materials to the Web, facilitating learner convenience and cost savings associated with elimination of travel
to training locations, employee time off work, and reproduction of training materials. The IBT phase was followed
with the addition of learning management systems (“LMS”) that provide further cost savings and efficiencies
through online registration, and centralized management and tracking of disparate learning resources, activities (both
online and classroom-based) and student populations. The addition of performance management applications and
blended delivery channels that span instructor-led training, self-paced Web training, and virtual classrooms have
extended the effectiveness of learning. Each stage of market evolution has delivered progressive levels of customer
value. We deliver solutions that span each of these areas, and are leading the industry into a new phase of business
performance management with industry-specific solutions and analytic applications. Analytic applications will
enable organizations to integrate data captured in learning systems with data captured in Enterprise Resource
Planning (“ERP”), Customer Relationship Management (“CRM”) and other systems in order to correlate the impact
of training with business goals.




Segment Financial Information

Management categorizes revenue in two separate categories related to the different components of our

business:

»  License revenue includes software licenses and royalty fees related to our SumTotal Enterprise Suite 7.0
and ToolBook product lines. License revenue contributed 41%, 31% and 40% of our total revenue from
continuing operations in 2004, 2003 and 2002, respectively.

»  Service and maintenance revenue includes maintenance, support, training, hosting, our hosted Application
Service Provider (“ASP”) offering and professional services related to our SumTotal Enterprise Suite 7.0.
Services revenue contributed 59%, 69% and 60% of our total revenue from continuing operations in

2004, 2003 and 2002, respectively.

We track direct costs of providing the products and services in these two segments and the gross margin for
each of these segments. We do not separately track indirect costs by segment and do not report profit or loss on a
segment basis. We do not allocate total assets by segment.

Click2learn historically reported revenues and costs separately for each of three segments: Platforms, Tools,
and Content Services. Docent had historically reported its revenue and costs for two segments, licenses and services.
SumTotal Systems is reporting our revenues and costs by licenses and services.

We license software to our end user customers on a perpetual or time based usage, with maintenance, training,

and services priced separately.

Revenue by international region is based on the direct billing location of the customer and is as follows

(dollars in thousands):

Year Ended December 31,

2003 2002

Percent of Percent of Percent of

Revenue Revenue Revenue Revenue Revenue Revenue
United States....c...cooeoveeiicieecnen $ 39,286 71% $§ 25,815 88% $ 25,771 85%
EUrOpe. ..o 12,327 22% 2,347 8% 3,780 12%
Other AMETiCas .......oovvvvverveeevneennnn 1,159 2% 656 2% 673 2%
Asia/Pacific....cccociiieicie e, 2,432 5% 669 2% 253 1%
Total...ccooeivieiie e $ 55204 100% $ 29,487 100% $ 30,477 100%

Products and Services

We offer the following products and services:

SumTotal 7.0 Series

The SumTotal 7.0 Series, the Company’s new product which was launched at the end of fiscal year 2004,
works within business processes to align individuals with organization goals, prescribe learning plans and training,
track certification and compliance related activities, and correlate training to business results. The suite of eight
software applications unifies collaborative content development, comprehensive leaming management, knowledge
management, performance management, real-time collaboration, and analytics in an integrated system designed to
be open, flexible, modular, and scalable. The hallmark of the suite is that it promises more flexible, rapid, strategic
delivery and management of learning activities; unprecedented options for measuring learning impact on revenues,
expenses, cycle time and other business results; and unique interoperability and integration capabilities that
dramatically reduce the cost of ownership. The SumTotal suite is truly a global platform, available in multiple
languages including U.S. and United Kingdom English, French, German, Italian, Spanish, Portuguese, Chinese and

Japanese.

Each product in the SumTotal 7.0 Series is designed to offer comprehensive support for industry standards
such as Sharable Courseware Object Reference Model (“SCORM”) and Aviation Industry CBT Committee
(“AICC”) and to work together with other standards-compliant enterprise learning products. The suite can be
integrated with other enterprise applications such as systems for enterprise resource planning, supply chain and
customer relationship management, human resources, e-commerce and financial management. We offer the suite as




a behind-the-firewall solution for implementation on our customers’ information systems or hosted at our data
center. The suite can be licensed on a perpetual or term basis.

SumTotal 7.0 Series includes the following eight applications, which are generally licensed based on the
number of individual named users:

»  ToralLMS. TotalLMS is an enterprise-wide, globally scalable application for managing learners, content,
and resources. Organizations can centrally prescribe personalized training to individuals, while
segmenting functionality and data based on organizational structures such as location, department, or
customer. TotalLMS provides unparalleled levels of functionality and support for any blend of delivery
environment: self-paced Web, live interactive Web, instructor-led courses, on-the-job training, seminars,
mentoring and written documentation.

o TotalLCMS. TotalLCMS is a 100% web-based application for web-based training and simulations.
TotalLCMS provides increased productivity by enabling centralized management and reuse of all
learning content. Designed for team-based authoring, TotalLCMS enables a concurrent development
environment for instructional designers, subject matter experts, project managers and reviewers to
collaboratively work together on high quality courses - keeping users engaged and proficient.

*  TotalVCS. Total VCS enables live and “on-demand” communication, collaboration and leaming over the
Web for the delivery of real-time online training. Total VCS allows organizations to capture and
categorize virtual classroom sessions, which can then be used to create new learning materials. TotalVCS
eliminates the time and expense of travel, bringing geographically dispersed users together anytime,
anywhere.

«  TotalDashboard. TotalDashboard is an end-to-end analytics solution that provides executives and training
professionals with up-to-the-moment, actionable business insight. TotalDashboard provides users with
interactive, role-based dashboards that correlate training activities with performance data from CRM,
Human Resources, ERP, or legacy systems.

+  TotalPerformance. TotalPerformance enables organizations to establish and communicate critical
corporate goals, measure performance, and ensure that individuals and groups at all-levels of the
organization are aligned and working together to attain their most important business objectives, In
addition, to relieve the stress of writing performance reviews, TotalPerformance streamlines the task to
ensure high quality reviews that are scheduled and completed in a timely manner. TotalPerformance
allows organizations to link performance and career development plans with leamning strategies.

»  TotalCollaboration. TotalCollaboration provides an easy way for employees to get information from
company experts, and an easy way for organizations to capture the knowledge transfer for future
reference. TotalCollaboration enables employees to get immediate answers from company experts via
threaded discussions and instant messaging, enhancing an organization’s productivity and knowledge
base of tacit information.

»  Totallnformation. Totallnformation allows organizations to extend the learning experience beyond formal
courseware to include informal content and information. By allowing employees to quickly search,
browse and access informal content such as documents, job-aids, and video, in addition to learning
activities, users have access to all relevant learning information for their job role.

+  TotalAccess. Total Access enables users to access their learning offline through one-click downloads to
their laptop. When re-connected, complete results are uploaded to the server. Using the same browser
interface, courses appear as they do when connected to the server. Designed for organizations with
dispersed employee populations, traveling sales forces, or limited connectivity, TotalAccess provides a
comprehensive online learning environment without a connection to the network.

ToolBook Products

In addition to SumTotal 7.0 Series, we offer our ToolBook Instructor and ToolBook Assistant enterprise
learning content creation products targeted at small teams or individual authors that do not require the collaborative
capabilities and learning object functionality of TotalLCMS. These products enable our customers to create their
own media-rich interactive learning content for deployment on the Aspen platform, other standards-compliant
learning management systems or CD-ROM. ToolBook Instructor is a multimedia development system for creating
sophisticated applications and simulations that is targeted at professional software developers. ToolBook Instructor
has been incorporated into the SumTotal platform for use with TotalLCMS as the SumTotal Simulation Editor.
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ToolBook Assistant is designed to be an easy-to-use authoring product that automates much of the process of
developing learning applications and is targeted at learning professionals or content experts. Both products are
licensed on a per copy basis.

Services

We complement our SumTotal product offerings with a range of services to enable our customers to
implement, evaluate and maintain their enterprise learning solutions. Our offerings include:

*  Professional Services. Our comprehensive range of professional services includes needs assessment,
project management, on-site technical implementation services, employee competency and profile
development, curriculum planning and content development, system integration, and services associated
with system upgrades. A variety of solution packages are offered for accelerated deployment and system
rollouts.

»  Technical Support. We provide global customer support before, during, and after installation of our
software products. Assistance in the use of our software is available from technical support engineers by
e-mail, telephone, or through our self-service KnowledgeBase. Support is provided on an annual contract
basis, which includes all software updates (upon request), bug fixes, additional documentation, or patches
released during the contract period. SumTotal Technical Support provides domestic and international
phone and email support to our registered users during normal business hours and on an extended
coverage basis.

+  Hosting. We offer comprehensive hosting services that allow extended enterprises to successfully deploy
SumTotal applications with minimal IT infrastructure and resources. Through our dedicated application
hosting services, our customers receive worldwide access to SumTotal learning applications.

»  Training, We offer a range of customer and partner training programs that are available online as well as
in an instructor-led format at SumTotal facilities and at our customer sites.

*  ResultsOnDemand. We offer an on-demand ASP service for those organizations that do not have the
lead-time or budget for a full learning management system implementation, but do have pressing business
requirements. With ResultsOnDemand, customers receive enterprise-class LMS features and capabilities,
including their own branded interface, management of online, instructor led, and blended learning,
detailed training records and reporting, content tracking capabilities, automated notifications, learning
evaluations, and configurable role-specific security models.

+  Content. SumTotal Systems also offers a range of third party content from our content partners that
address industry-specific and solution area needs.

Technology, Research & Development

Our solutions are designed on a standards-based, open and scalable architecture, are Web-based and are
accessible by users through standard Web browsers. As a result, our infrastructure supports large numbers of
individual users and organizations across the globe. The architecture has been designed to allow for content and
results from multiple organizations to be aggregated easily and delivered to anyone using a variety of Internet
appliances. This allows information to reach a diverse set of internal and external participants with minimal
deployment and maintenance costs. Furthermore, the user profiles, assessment results, detailed course statistics and
other types of user activity data are tracked in a central database in order to analyze usage and participant behavior
patterns.

Qur research and development expenses are funded by our revenue, as well as by the proceeds of our equity
financings. All of our research and development expenditures are expensed as incurred. These expenses were $11.6
million, $6.0 million and $8.2 million for the years ended December 31, 2004, 2003 and 2002, respectively, and
represented 21%, 20% and 27% of total revenue from continuing operations in those periods. Our efforts and
expenditures in research and development are devoted to enhancing the functionality of our existing products,
comprising SumTotal Enterprise Suite 7.0, which are currently being shipped.

Our solutions are designed to support leading relational database management systems, including Oracle and
Microsoft SQL Server. We support multiple operating systems and hardware configurations to meet the different
needs of our customers. Our software incorporates third party software in addition to code that we have developed
ourselves. Server applications are based on standard Web server technology and are implemented in Java, ASP, C#,




or C-++ with both native and standards-based connectivity to both the Web server and the database. Key features of
our technology include:

«  Single unified data model. Our solutions are built around a single, unified data model. The complete
learning experience of a user, from initial skill gap analysis and learning plan development, through
registration and content delivery, to post-assessment, certification and measurement of results, is tracked
in relational databases that share information in an integrated, comprehensive and data-centric learning
environment.

»  Scalable platform. Our solutions are designed as a series of separable application servers, allowing
individual hardware platforms to be sized to the specific needs of a customer. We are able to add multiple
application servers in one or more geographic locations to provide the capacity to handle large numbers
of participants, organizations, courses and types of content or to improve the overall response time of the
system.

»  Multiple Simultaneous Cultures. Our solutions have been designed to allow support for multiple
simultaneous cultures from a single instance of the SumTotal application. This includes such features as
the support for multiple simultaneous languages (both single- and double-byte) from a single application
server as well as the support of multiple currencies in a single system.

»  Easeof implementation. Our solutions have been designed to be easily tailored to an organization’s
business environment. Qur advanced use of Web services, and delivery of a Web services Software
Development Kit (“SDK?”), allows organizations to easily integrate our solutions within their existing
environments. A standard system can be quickly and easily deployed using automated installation scripts.

+ Standards-based open architecture. We provide direct and standards-based connections to industry
standard databases and Web servers. Our solution infrastructure is based on standard Internet
architectures and protocols. We support standards activities in the learning management arena, and our
system is one of the few certified as compliant with the AICC AGR-010 Internet-based course
management interface standard. We are also in conformance with the U.S. Department of Defense
(“DOD”) Advanced Distance Learning (“ADL”) initiative’s SCORM version 1.2 specifications and the
IMS metadata tagging version 1.0 specification.

*+  Remote and wireless operations. Our solutions provide a number of capabilities to allow for remote and
wireless operations. These include hybrid Web/CD-ROM deliverables that enable organizations to make
more effective use of limited network bandwidth. Our TotalAccess application allows users to download
content for use while disconnected from the Internet, or an intranet, and to synchronize results upon
reconnection. Our technology platform also allows us to deliver solutions through non-traditional devices
such as wireless modem-equipped Palm or other wireless Personal Digital Assistant (“PDA”) devices and
browser-equipped cellular telephones.

Customers

We provide our enterprise learning products and services to large customers across a broad range of
geographies and industries, with over 40% of the Fortune 50 and over 35% of the Global 50 among our clients. We
serve clients in industries such as financial services, health care, computer software, manufacturing, media, natural
resources, networking, telecommunications, transportation, utilities, government and education.

One customer accounted for 18% and 14% of our total consolidated revenue from continuing operations in
2003 and 2002, respectively. No customer accounted for greater than 10% of our total consolidated revenue in 2004,

Backlog

As of December 31, 2004 and 2003, we had firm backlog orders of approximately $35.7 million and $11.4
million, respectively. Backlog consists primarily of support contracts for our license platforms and the ToolBook
products, hosting contracts, implementation services work contracted but not performed and the unperformed
portion of subscription licenses. We expect most of the current backlog will be completed during the current fiscal
year, but any changes to overall backlog will depend on the number of new orders for implementations, subscription
licenses and product support agreements in place during the year.




Sales and Marketing

We sell our solutions primarily through direct sales operations in North America, Europe, and Japan. In North
America, our direct sales force is divided by geographic region in order to provide a higher level of service and
understanding of our customer’s specific business requirements. Our direct sales channels are augmented with
systems integrator reseller partners in these regions as well as parts of the world where we do not have a direct sales
presence. We have established reseller relationships in a number of geographic regions, including Latin America,
the Middle East, South Africa and the Pacific Rim.

We also have inside sales representatives focused on selling the ToolBook authoring products. Our sales
organization also includes sales engineers who provide technical expertise, architect the technical aspects of our
enterprise learning solutions, assist in proposal preparation and provide ongoing sales support.

We conduct a variety of marketing programs to promote our enterprise learning solutions, including
advertising in national business and technology magazines and trade publications, major trade shows, direct mail
and e-mail campaigns, public seminars, web-based seminars, and public relations activities focused on company
news and successful applications of our enterprise learning solutions. As the largest provider of learning and
performance technologies, we often participate as an exhibitor and speaker at numerous training and enterprise
learning trade shows and we maintain an area on our Web site where potential customers can obtain information
about enterprise learning and our solutions.

Alliances
Content Partners

Our content partners provide specialized off-the-shelf content specific to industries and subject areas and that
is certified by SumTotal Systems to be compatible with the SumTotal 7.0 Series. Our content certification program
provides development licenses and a third party testing environment to ensure interoperability.

System Integrators and Business Outsource Providers

Our system integration partners resell software and/or services as part of their value-added solution. We have
alliances with large global system integrators and consulting firms in North America, Europe, and Asia Pacific. We
also have formed alliances with several business outsource providers that include our learning solution as part of a
complete Human Resource Management System (“HRMS”) outsourced solution.

Technology Partners

Our technology partners provide complementary technology, such as enterprise application integration,
performance management, content management, and synchronous Web collaboration technologies that extend the
value of the SumTotal solution.

Competition

SumTotal Systems competes primarily in the e-Learning suites market that refers to providers of collections,
or suites, of software products that are customizable to provide tailored solutions for business learning and
performance management. SumTotal Systems also competes in a subsector of this market called learning
management systems, which refers to the systems that help businesses manage and track training programs, content
and users. The market for our products and services is highly competitive and subject to rapid change. Leading
market research firms such as Gartner, Forrester Research, and International Data Corporation each track dozens of
vendors, and are all predicting vendor consolidation over the next several years.

It has been estimated that the market for learning management systems was approximately $380 million in
2004. We believe that SumTotal Systems holds approximately 15% market share based on its 2004 revenue of $55.2
million.

We encounter competition from a variety of sources that can be classified as follows:

* niche learning management system vendors who focus exclusively on learning management platforms,
such as Plateau;




+  eLearning suite vendors who provide learning management systems and other learning and performance
offerings such as synchronous Web collaboration products, learning content management systems and
performance management applications, including Pathlore and Saba;

»  enterprise application software vendors who are extending their ERP, CRM, and HRMS offerings with
learning management and content development products. These competitors include Oracle, SAP and
IBM;

*  customer in-house development programs; and

» eLearning application service providers who provide subscription-based Internet learning applications
and content,

We believe that competitive differentiation is influenced by the following factors:
«  size and success of installed base customers;

»  customer service and satisfaction;

+  breadth of product line capabilities;

»  strength of product features and functionality;

+  vendor financial viability and reputation;

«  interoperability with a diverse range of third party content and technologies;

+  system scalability, measured in terms of number of concurrent users, response times, courses, domains,
and other variables;

+  total cost of ownership;

«  ability to integrate with other enterprise applications commonly deployed in global 2000 and government
customers;

«  support for prevailing technology standards and Web architectures;

+  professional services capabilities;

*  pricing; and

+  geographic coverage and channels.

We believe our solutions compete favorably with respect to all of these factors.

Our ToolBook products face competition from other Web authoring products. Because there are relatively low
barriers 1o entry in this market, new competitors may enter this market in the future.

Intellectual Property Rights

Our success and ability to compete effectively is dependent on our ability to develop and maintain the
proprietary aspects of our technology and to operate without infringing on the intellectual property rights of others.
We rely on a combination of trade secrets, copyrights and trademarks, as well as contractual restrictions to protect
the proprietary aspects of our technology. However, these legal protections afford only limited protection for our
technology. We seek to protect the source code for our software, documentation and other written materials under
trade secret and copyright laws. We license our software pursuant to signed license or “shrink-wrap” agreements,
which impose restrictions on the licensee’s ability to use the software. Finally, we seek to avoid disclosure of our
intellectual property by requiring employees and consultants with access to proprietary information to execute
confidentiality agreements with us and by restricting access to our source code. Due to rapid technological change,
we believe factors such as the technological and creative skills of our personnel and new product developments and
enhancements to existing products are more important to establishing and maintaining a technology leadership
position than the various legal protections of our technology.




Despite our efforts to protect our intellectual property rights, unauthorized parties may attempt to copy aspects
of our products or to obtain and use information that we regard as proprietary. Policing unauthorized use of our
products is difficult and, while we are unable to determine the extent to which software piracy exists, if at all, it can
be expected to be a persistent problem. The laws of many countries do not protect our proprietary rights to as great
an extent as do the laws of the U.S. Much of our development work is performed in India, where the legal protection
of proprietary technology is not as developed as in the United States, and, thus, to the extent we learn of violations
of the law or breaches of contractual obligations, our remedies are more limited than in the United States. Litigation
may be necessary in the future to enforce our intellectual property rights, to protect our trade secrets, to determine
the validity and scope of the intellectual property rights of others or to defend against claims of infringement or
invalidity. Any such litigation could result in substantial costs and diversion of resources. Our means of protecting
our intellectual property rights, both here and abroad, may not be adequate to protect us from the infringement or
misappropriation of our intellectual property rights by others.

International Operations

In addition to our direct sales efforts, we rely on independent partners in foreign countries to help conduct our
international sales and marketing efforts. We intend to continue to expand internationally by establishing additional
reseller relationships to expand the geographic reach of our enterprise learning solutions. Our success in
international markets consequently will depend to a large degree on the success of these independent partners, over
which we have little control. If they are unwilling or unable to dedicate sufficient resources to our relationships, our
international operations will suffer.

In November 2002, we established an office in Hyderabad, India to increase our research and development
and implementation services capacity at a lower cost than would be possible by adding this capacity in the U.S. We
rely on this office to enable us to complete customer implementation projects and new releases of SumTotal license
software on time and within our established budgets. As of December 31, 2004, we had 165 employees in this
office, up from 116 on December 31, 2003. Should our operations in Hyderabad be disrupted for any significant
period of time, it could prevent us from completing customer implementations or new releases of our software in a
timely manner, which could cause our business to suffer.

Our efforts in Hyderabad and elsewhere abroad are subject to a number of risks inherent in international
operations, including:

» diversion of management attention;
+ difficulties and costs of staffing and managing foreign offices;
+  different learning styles and cultures;

+  intense competition from other technology companies with regard to hiring and retaining qualified
personnel;

*  increasing growth and development of the technology market in India generally, and in Hyderabad
specifically; increasing competition and costs of hiring and retaining qualified personnel;

* numerous and potentially conflicting regulatory requirements;
*  export controls, import tariffs and other barriers to trade;
»  changes in laws or governmental policies;
*  reduced protection of intellectual property rights;
+  regional political and economic instability; and
+ fluctuations in currency exchange rates.
Employees

As of December 31, 2004, we had 447 employees. Of these employees, 84 were engaged in sales and
marketing, 140 in research and development, 160 in professional services and 63 in general and administration. Our
future success depends on our ability to attract and retain highly qualified technical, sales and senior management
personnel.




None of our employees are represented by a labor union or collective bargaining agreement. We have not
experienced any work stoppages and consider our relations with our employees to be good.

ITEM 2. PROPERTIES

Through May 2005, we leased approximately 38,000 square feet of office space for our headquarters located
in Mountain View, California, of which we used 27,000 square feet. In November 2004, we signed a new lease for
our current Mountain View, California headquarters location. The lease is for approximately 22,000 square feet of
office space with a lease term expiring in February 2010. In May 2005, we moved into our new Mountain View,
California facility.

We also lease approximately 39,000 square feet of office space for our engineering and sales headquarters is
in Bellevue, Washington, of which we use approximately 36,000 square feet. We sublease the remainder. In
addition, we lease approximately 25,000 square feet of office space in Hyderabad, India and have signed a
memorandum of understanding to lease new premises of up to 44,000 square feet in Hyderabad when the term of the
current lease expires. We also lease offices in Rochester, New York; Heidelberg, Germany; Sydney, Australia;
Tokyo, Japan; Paris, France; and London, United Kingdom.

On July 13, 2005, SumTotal Systems entered into a five year lease for new office premises for its U.K.
operations. SumTotal Systems plans to move into the new location during September 2005, and at that point, will
exit its current location. The remaining lease obligation on the vacated premises on June 30, 2005 was $446,000.

As part of our restructuring programs, a facility currently previously under lease in Mountain View, California
was closed. This lease expired in May 2005. We also restructured the leases for our Bellevue, Washington office, as
well as our office in Framingham, Massachusetts. These leases expire in December 2008 and January 2006,
respectively. We believe that our current and proposed facilities are, and will be, suitable for their respective uses
and adequate for our current and prospective needs.

ITEM 3. LEGAL PROCEEDINGS

From time-to-time, we are involved in legal proceedings or threats of legal proceedings arising in the ordinary
course of business. We are not a party to any litigation or other legal proceeding that, in the opinion of management,
is not reasonably likely to have a material adverse effect on our business, operating results and financial condition,
except as described below.

Richard B. Grant v. Asymetrix Corporation, No. CV-96-3635 HLH, Central District of California. On May
21, 1996, Richard B. Grant filed a complaint alleging that our ToolBook, CBT Tool Book, and Multimedia
ToolBook products infringe a patent owned by him. We received an opinion from patent counsel that the products
do not infringe this patent and that the patent is invalid. Plaintiff sought an injunction and unspecified monetary
damages. In September 2004, after the Court issued its Markman ruling, the Court stayed this matter pending the
initial en banc decision of the Court of Appeals for the Federal Circuit in Edward H. Phillips v. AWH Corporation et
al. On January 31, 2003, a confidential settlement was agreed to by Grant and SumTotal Systems, and on March 2,
2005 the case was dismissed, with prejudice. The settlement agreement did not have a material impact on our
financial position or overall results of operations.

IpLearn, LLC v. Docent, Case No. CV-02-2636 DLJ (“Docent Case”); and IpLearn, LLC v. Click2learn.com,
Inc., Case No. CV-04-00685 DLJ (“Click2learn Case™). On May 31, 2002, IpLearn filed a patent infringement case
against Docent, and in February 2004, a patent infringement case against Click2learn. In October 2004, the Docent
Case and the Click2learn Case were consolidated into one case, IPLearn, LLC v. SumTotal Systems, Inc., Case No.
CV-02-02636 DLJ. The action is pending before the Northern District of California and concerned the same patent
family. IpLearn, around the same time as the Docent Case was filed, sued several other manufacturers of on-line
learning software. IpLearn alleges that certain Docent and Click2learn software products infringe eight IpLearn
patents that relate to online learning. IpLearn is seeking injunctive relief and unspecified monetary damages. The
case is still in the discovery phase. A Markman hearing is currently scheduled for November 2005.

IP Innovation, LLC, v. Thomson Learning, Inc. et al., Case No. H-02-2031, Southern District of Texas. In
December 2002, IP Innovation, LLC filed a patent infringement case against Docent and seven other defendants in
the U.S. District Court for the Southern District of Texas. IP Innovation asserted a claim regarding a computer
graphics patent, asserting that the patent covers the use of Hypertext Markup Language (“HTML”) in graphics
software used in computer systems. Plaintiff sought an injunction and unspecified monetary damages. In April 2004,
Docent filed a motion for summary judgment for non-infringement, which was granted in July 2004. In August
2004, IP Innovation filed a notice of appeal of the summary judgment award. In August 2004, Docent filed a claim
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for attorneys’ fees, which was denied in October 2004. IP Innovation filed its Opening Brief in connection with its
appeal of the Summary Judgment award in January 2005. Docent filed its opposition brief, along with an appeal of
the attorneys’ fees order, in April 2005. No decision on either appeal has been rendered.

We believe that the patent infringement cases are without merit, and we are defending, and plan to continue to
defend, against them vigorously. However, the results of litigation cannot be predicted with certainty. Defending
each of these actions, regardless of the outcome, may be costly, time-consuming, distract management personnel and
have a negative effect on our business. An adverse outcome in any of these actions (including a judgment or
settlement where we may be required to license patents on terms that may or may not be favorable to us, or if we are
forced to alter our website or our software products) may cause a material adverse effect on our future business,
operating results and/or financial condition.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
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PART I

ITEM 5. MARKET FOR THE REGISTRANT’S COMMON STOCK AND RELATED STOCKHOLDER
MATTERS

Our common stock is traded in the NASDAQ National Market System under the symbol “SUMT.” The table
below provides the quarterly high and low closing prices, as reported by NASDAQ, for the last two fiscal years,
adjusted to reflect the effect of the stock splits. Fiscal quarters in 2003 are Click2leam prices that have been
retroactively adjusted to reflect the conversion of Click2learn shares into SumTotal Systems shares at a ratio of
0.3188 SumTotal Systems shares for each Click2learn share on March 18, 2004.

Fiscal 2004 Fiscal 2003
Per Share Per Share
High Low High Low
FIrst QUAITET.......covvviriiitieieieeiee et ettt et er s et s aneanans $ 844 § 621 $§ 48 § 226
Second QUATET ...oeooiiieiei et as e e eeneeeeas $ 792 $ 581 $ 674 $§ 3.39
Third QUAIET .......covviveiciieireeree ettt et ceee e een e eesasenen $ 655§ 450 % 756 § 471
Fourth QUATET .......ccoveiriviireircciieeieee et sn e rens $ 571 8§ 504 § 863 § 518

As of July 21, 2005, there were approximately 156 holders of record of our common stock. Because brokers
and other institutions hold many of the shares on behalf of stockholders, we are unable to determine the actual
number of stockholders represented by these record holders.

We did not pay any dividends in fiscal 2004, 2003 or 2002 and we do not currently anticipate paying cash
dividends to our stockholders in the foreseeable future. We currently anticipate that we will retain all of future
earnings available for distribution to the holders of our common stock for use in the expansion and operation of our
respective businesses.

ITEM 6. SELECTED FINANCIAL DATA

All selected financial data has been retroactively adjusted to reflect the conversion of Click2learn shares into
SumTotal Systems shares at a ratio of 0.3188 SumTotal Systems shares for each Click2learn share on March 18,
2004,

Certain prior period amounts have been reclassified to conform to the current period presentation. Refer to
Note 2 “Summary of Significant Accounting Policies”, and in particular, “Reclassifications” in the Notes to the
Consolidated Financial Statements for further explanation.

Historical results of operations are not necessarily indicative of future results. Refer to the “Factors that May
Affect Future Results of Operations” under Item 7, “Management’s Discussion and Analysis of Financial Condition
and Results of Operations” for the discussion of factors that may impact future results.
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Consolidated Statement of Operations Data:

License and amortization of intangibles............cccvvveeveiiiovccivien e,
Service and MAINIENATICE ......c.oe.veiiv i eeee e

OPErating EXPEISES: ....cccrrvriiviereeeniercmniaeiierecisrercereeresesesresbetesessesesiaesnas
Research and development..........c.coocovvniiinniiniieiinceecen
Sales and MArKEHNZ. .....ovcreiniiiiriceiriie et enenes
General and adminiStrative..........ocvecieriiinn e
Amortization 0f o0dWIll ...
Restructuring Charge.........cocoviviiieiriircieeiecniecncreeireres s s
In-process research and development..............ooocevevviinicieneieccen,

Total OPELAtING EXPEISES. ... evveeerrerirereersarearerserserarernsensesneseasesses

Loss from Operations.........ccvceverieeeeriveireeronennesernesssseneens
Other INCOme (EXPENSE), TEL......iriivreiierciaererrerer et reeeec e sreeereenrens

Loss before provision for income taxes .........ccoveveerecincrriencereannanns

Provision fOr iNCOME LAXES ....eevreee oottt aeresiaiane.

Net loss from continuing operations ...........coevvvmrenericiinrennnnne.
Net income (loss) from discontinued operations..........c..coeecrvenens

Nt 0SS corriiiie ettt e

Net loss from continuing OPETatioNS........cc.ecvvirrreeeeererecreeneressessersnns
Net income (loss) from discontinued Operations ..........cc.oevecrererrecncnnas

N 1088 e tereiieiee it ie e eeebr sttt ettt e e e s eree e e str e e sttt eeearaen b ae e e

Weighted average common shares outstanding, basic and diluted.........

Consolidated Balance Sheet Data:

Cash, cash equivalents, restricted cash and short-term investments.......
WOTKING CAPIAL .....ciieriie it e
TOtAl ASSELS .veviveeeie ettt ettt re b
Long-term obligations ............cccviiiiiiiiiiiccnc e
Stockholders’ QUILY.....c.coirerinirerieeree e

Year Ended December 31,

(1)  On March 18, 2004, the Company acquired Docent, Inc. for aggregate consideration of $67 million. The
results of Docent’s operations are included with the Company’s from the date of acquisition.
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2004 (1) 2003 2002 2001 2000
(in thousands, except per share data)
22376 $ 9,134 § 12,107 $§ 15508 §$§ 11,845
32,828 20,353 18,370 15,701 13,650
55,204 29,487 30,477 31,209 25,495
6,410 1,766 1,002 953 877
17,269 9,939 8,569 7,125 6,735
23,679 11,705 9,571 8,078 7,612
31,525 17,782 20,906 23,131 17,883
11,558 6,024 8,153 8,752 9,535
22,489 12,123 16,595 18,536 20,530
10,775 5,530 5,997 6,457 6,623
— — — 433 —
1,137 — 485 — —
1,326 — — — —
47,285 23,677 31,230 34,178 36,688
(15,760)  (5,895)  (10,324)  (11,047)  (18,805)
(206) {(236) (190) (200) 475
(15,966) 6,131)  (10,514)  (11,247)  (18,330)
66 29 — — —
(16,032) (6,160)  (10,514)  (11,247)  (18,330)
— — (7,600) (8,334) 1,544
§ (16,032) $ (6,160) $ (18,114) § (19,581) $ (16,786)
(087) $ (0.67) $ (135 $ (179 $  (3.39)
—_ — (0.98) (1.32) 0.29
087) $ (067 S (233)$ @GIDS  (3.10
18,367 9,237 7,776 6,296 5,406
$ 34718 § 12,862 $ 3586 § 9,553 § 15,321
27,517 9,847 2,900 20,877 21,801
95,792 32,665 25,473 39,354 44,880
— — — 417 4
68,279 18,496 12,226 29,560 35,053




ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Executive Summary

SumTotal Systems was formed on March 18, 2004, as a result of the acquisition of Docent, Inc. by
Click2learn, Inc. We are a leading developer and provider of enterprise learning solutions for companies,
government agencies and educational institutions. We design, develop, market, license and support an integrated
suite of enterprise software products and related services that allow our customers to cost-effectively create,
personalize and manage the delivery of learning and knowledge content. Our products combine collaborative
content development, comprehensive learning management and virtual classroom systems into a single, integrated
product suite with a unified architecture and user experience. We provide our enterprise learning products and
services to large customers across a broad range of geographies and industries, with over 40% of the Fortune 50 and
over 35% of the Global 50 among our clients. We serve clients in industries such as financial services, health care,
computer software, manufacturing, media, natural resources, networking, telecommunications, transportation,
utilities, government and education.

2004 was a significant year for the Company. In 2003, while operating as Click2learn, Inc, our revenue was
$29.5 million and we ended the year with 308 employees. The acquisition of Docent, Inc., a company similar in size
to us, had the impact of adding to our business a company with $30.2 million in revenue in 2003 and 149 employees
at the end of 2003. We also moved our Corporate Headquarters to Mountain View, California, the former Docent
headquarters and restructured the Board and senior management team to include a number of former Docent board
members and officers.

Shortly after the acquisition, we implemented a restructuring plan that reduced headcount in the first and
second quarters by thirty-seven employees, as well as not replacing a number of employees who left the Company
voluntarily, and closed or reduced our usage of a number of facilities. These actions were intended to bring our cost
structure in line with our revenue.

During the year, our revenue increased quarter-by-quarter from $7.1 million in the first quarter, much of
which was before the Docent acquisition, to $14.1 million in the second quarter, $15.3 million in the third quarter
and $18.7 million in the fourth quarter that coincided with the release of our new product SumTotal 7.0.

Our net loss improved in line with the revenue growth, particularly in the second and third quarters as the
benefits of the restructuring program were realized. The net loss was $7.8 million in the first quarter, $4.1 million in
the second quarter, $2.2 million in the third quarter and $1.9 million in the fourth quarter.

From a cash flow perspective, the benefits of the acquisition are even more apparent. The cash flow is not
impacted by the various non-cash charges relating to purchase accounting, including: stock based compensation,
amortization of intangible assets acquired and in-process research and development (“IPR&D”) expense. As a result,
on a net loss of $16.0 million, we generated $0.1 million in cash from operating activities. We acquired $25.4
million in cash and equivalents as part of the acquisition, used $4.0 million to pay off our line of credit, invested
$8.6 million, net, in short-term investments and including other financing and investing activities, we ended the year
with a net increase in cash and cash equivalents of $12.8 million.

At the end of the year, the Company had $25.5 million in cash and cash equivalents and $9.1 million in short
term investments. These balances, together with the cash generated from operations, are expected to be sufficient to
finance operations for at least the next twelve months.

Critical Accounting Policies and Estimates

In most cases, the accounting treatment of a particular transaction is specifically dictated by Generally
Accepted Accounting Principles (“GAAP”) and does not require management’s judgment in its application.
However, certain of our accounting policies require the application of significant judgment by management in
selecting the appropriate assumptions for calculating financial estimates. By their nature, these judgments are
subject to an inherent degree of uncertainty. These judgments reflect practices, information provided by our
customers and other assumptions that we believe are reasonable under the circumstances. Our estimates and
assumptions are reviewed periodically and the effects of revisions are reflected in the consolidated financial
statements in the period in which they are determined to be necessary. Actual results may differ from these estimates
under different assumptions or conditions. Our critical accounting policies and estimates include:
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*  revenue recognition;

»  estimating allowances for sales returns and the allowance for doubtful accounts;
«  goodwill and intangible assets;

*  restructuring; and

+ allowance for deferred tax assets.

Our senior management has reviewed these critical accounting policies and related disclosures with our
Disclosure Committee and the Audit Committee of our Board of Directors. Refer to the Notes to the Consolidated
Financial Statements, which contain additional information regarding our accounting policies and other disclosures
required by GAAP.

Revenue Recognition

Our revenue recognition policies are significant because our revenue is a key component of our results of
operations. Revenue results are difficult to predict and any shortfall in revenue or delay in recognizing revenue
could cause our operating results to vary significantly from quarter-to-quarter. We follow detailed revenue
recognition guidelines, which are discussed in Note 2 “Summary of Significant Accounting Policies™ in the Notes to
the Consolidated Financial Statements. We recognize revenue in accordance with accounting principles that have
been prescribed for the software industry. The accounting rules related to revenue recognition are complex and are
affected by interpretations of the rules and an understanding of industry practices, both of which are subject to
change. Consequently, the revenue recognition accounting rules require management to make significant judgments.

We do not record revenue on sales to customers whose ability to pay is in doubt at the time of sale. Rather,
revenue is recognized from these customers as payment is received. The determination of a customer’s ability to pay
requires significant judgment. In this regard, our management considers, among other things, the geographic
location of the customer, the financial viability of the customer and the past payment histories of the customer in
assessing a customer’s ability to pay.

Revenue arrangements with extended payment terms are generally considered not to be fixed or determinable
and, accordingly, we do not recognize revenue on these arrangements until the customer payment becomes due. The
determination of whether extended payment terms are fixed or determinable requires significant judgment by
management, including assessing such factors as the past payment history with the individual customer and
evaluating the risk of concessions over an extended payment period. The determinations that we make can
materially impact the timing of revenue recognition.

Many of our software contracts include consulting implementation services. Consulting revenues from these
contracts are accounted for separately from the perpetual license revenues because the consulting arrangements
qualify as “service transactions” as defined in American Institute of Certified Public Accountants (“AICPA™)
Statement of Position (“SOP”’) No. 97-2. The more significant factors considered in determining whether the
revenue should be accounted for separately include the nature of services (i.e., consideration of whether the services
are essential to the functionality of the licensed product), degree of risk, availability of the same services from other
vendors, timing of payments and impact of milestones or acceptance criteria on the realizability of the software
license fee. Revenues for consulting services are generally recognized as the services are performed. If there is a
significant uncertainty about the project completion date or receipt of payment for the consulting services, revenue is
deferred until the uncertainty is sufficiently resolved. We estimate the percentage of completion on contracts with
fixed or “not-to-exceed” fees on a monthly basis utilizing hours incurred to date as a percentage of total estimated
hours to complete the project. If we do not have a sufficient basis to measure progress towards completion, revenue
is recognized when we receive final acceptance from the customer. When total cost estimates exceed revenues, we
accrue for the estimated losses immediately based upon an average fully burdened daily rate applicable to the
consulting organization delivering the services. The complexity of the estimation process and issues related to the
assumptions, risks and uncertainties inherent with the application of the percentage of completion method of
accounting affect the amounts of revenue and related expenses reported in our operating results. A number of
internal and external factors can affect our estimates, including labor rates, utilization and efficiency variances and
specification and testing requirement changes.
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Allowance for Sales Returns and Doubtful Accounts

We must make estimates of potential future product returns related to current period revenue. We analyze
historical returns, current economic trends and changes in customer demand and acceptance of our products when
evaluating the adequacy of the allowance for sales returns. We record allowances for estimated losses resulting from
the inability of our customers to make required payments. We assess the credit worthiness of our customers based on
multiple sources of information and analyze such factors as our historical bad debt experiences, industry and
geographic concentrations of credit risk, economic trends and changes in customer payment terms. This assessment
requires significant judgment. If the financial condition of our customers or any of the other factors we use to
analyze credit worthiness were to worsen, additional allowances may be required, resulting in future operating losses
that are not included in the allowance for doubtful accounts at December 31, 2004.

Goodwill and Other Intangible Assets

Under SFAS No. 142, Goodwill and Other Intangible Assets, we make judgments about the recoverability of
goodwill and intangible assets whenever events or changes in circumstances indicate that an impairment in the
remaining value of the assets recorded on our balance sheet may exist. We test the impairment of goodwill annually
or on an interim basis if indicators of impairment arise. In order to estimate the fair value of intangible assets, we
make various assumptions about the future prospects for the business to which the asset relates and typically
estimate future cash flows to be generated by these businesses. Based on these assumptions and estimates, we
determine whether we need to take an impairment charge to reduce the value of the asset stated on our balance sheet
to reflect its estimated fair value. Assumptions and estimates about future values and remaining useful lives are
complex and often subjective. They can be affected by a variety of factors, including external factors, such as
industry and economic trends and internal factors, such as changes in our business strategy and our internal
forecasts. Although we believe the assumptions and estimates we have made in the past have been reasonable and
appropriate, different assumptions and estimates could materially impact our reported financial results. More
conservative assumptions of the anticipated future benefits from these businesses would result in greater impairment
charges, which would increase our net loss and result in lower asset values on our balance sheet. Conversely, less
conservative assumptions would result in smaller impairment charges, lower net loss and higher asset values.

Restructuring Charge

In the first and second quarters of fiscal 2004, we recorded significant accruals in connection with our
restructuring programs under SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities.
These accruals include estimates pertaining to the ability to sublease facilities in Mountain View, California,
Framingham, Massachusetts and Bellevue, Washington. These estimates are reviewed and potentially revised on a
quarterly basis and, to the extent that future vacancy rates and sublease rates vary adversely from those estimates,
we may incur additional losses that are not included in our accrual for vacated facilities at December 31, 2004.
Conversely, unanticipated improvements in vacancy rates or sublease rates, or termination settlements for less than
our accrued amounts, may result in a reversal of a portion of the accrued balance and a benefit on our statement of
operations in a future period. Such reversals would be reflected as a credit to restructuring charges.

Allowance for Deferred Tax Assets

A valuation allowance is recorded to reduce all of the deferred tax assets to the amount that are more likely
than not to be realized by us. While we have considered future taxable income and ongoing prudent and feasible tax
planning strategies in assessing the need for the valuation allowance, in the event we were to determine that we
would be able to realize our deferred tax assets in the future, an adjustment to the deferred tax asset would increase
reported income or reduce loss in the applicable period and increase stockholders’ equity on the balance sheet in the
period such determination was made.

Sources of Revenue

We generate revenue from the license of our products and performance of services to enterprises, systems
integrators, reseller partners, and content providers. To date, we have generated our license and services revenue
primarily from direct sales, including referral sales by our system integrators to enterprise customers, and to a lesser
extent, through resellers of our products and services.

Enterprise customers have the option of purchasing perpetual licenses or renting time-based licenses. Our
perpetual licensees pay a one-time, initial fee based on the number of users and may enter into separate annual
maintenance contracts that include the right to receive periodic unspecified upgrades, error corrections, and
telephone and Web-based support. Our time-based licenses require license holders to pay a monthly fee, which is
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based on the number of users and includes maintenance and support. Customers with perpetual or time-based
licenses may also outsource to us the hosting of their system on a third party’s server for a monthly fee and an initial
set-up fee.

In conjunction with the licensing of our software, we offer implementation and training services. To date,
most of our customer revenue has been generated by perpetual software licenses, and maintenance and consulting
services.

We generate revenue from our reseller partners who purchase our products and maintenance services and
resell them to our reseller partners’ customers. To date, resellers have typically sold perpetual licenses of our
software and annual maintenance agreements. They usually provide additional professional services themselves, but
may also resell some of our professional services. Generally, they receive a discount from our license list prices.

Costs and Expenses

Our cost of license revenue includes the amortization of developed and core technology from the Docent
acquisition, the cost of third party software and content we resell. Our cost of service and maintenance revenue
includes salaries and related expenses of our professional services organization and charges related to hosting
activities and other third party services.

Research and development, sales and marketing, and general and administrative expense categories include
direct costs, such as salaries, employee benefits, travel and entertainment, and allocated communication, information
technology, rent and depreciation expenses. Sales and marketing expenses also include sales commissions and
expenditures related to public relations, advertising, trade shows and marketing campaigns. General and
administrative expenses also include legal and financial services fees.

Stock-based compensation consists of amortization of unearned stock-based compensation recorded in
connection with stock option grants to our employees. This amount represents the difference between the deemed
fair value of our common stock for accounting purposes on the date these stock options were granted and the
exercise price of those options. This amount is included as a component of stockholders’ equity on our balance sheet
and is being amortized on an accelerated basis by charges to operations over the vesting period of the options,
consistent with the method described in Financial Accounting Standards Board (“FASB”) Interpretation (“FIN”) No.
28, Accounting for Stock Appreciation Rights and Other Variable Stock Option or Award Plans.

History of Losses

We have incurred significant costs to develop our technology and products and to build our engineering, sales,
marketing, professional services and administration departments. As a result, we have incurred significant losses
since inception and, as of December 31, 2004, had an accumulated deficit of $252.2 million.

Results of Operations

In accordance with SFAS No. 144, Accounting for the Impairment and Disposal of Long-lived Assets, the
financial statements and management’s discussion and analysis present results from continuing operations with
revenue and expenses related to our custom content development business for 2003 and prior years presented as loss
from discontinued operations. Refer to “Loss from Discontinued Operations™ for additional information regarding
the discontinuance of the custom content development business and the amount of revenue and costs that have been
reclassified to loss from discontinued operations.
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The following table presents our results of continuing operations as a percentage of total revenue for the
periods indicated:

2004 2003 2002
Revenue:
License 40.5% 31.0% 39.7%
Service and maintenance 59.5 69.0 60.3
Total revenue 100.0 100.0 100.0
Cost of revenue:
License and amortization of intangibles 11.6 6.0 33
Service and maintenance 31.3 33.7 28.1
Total cost of revenue 42.9 39.7 314
Gross margin 571 60.3 68.6
Operating expenses:
Research and development 20.9 20.4 26.8
Sales and marketing 40.7 41.1 54.4
General and administrative 19.5 18.8 19.7
Restructuring charge 2.1 — 1.6
In-process research and development 24 — —
Total operating expenses 85.6 80.3 102.5
Loss from operations (28.5) (20.0) (33.9)
Other expense, net 0.4) (0.8) (0.6)
Loss before income taxes (28.9) (20.8) (34.5)
Provision for income taxes 0.1) 0.1) —
Net loss from continuing operations (29.0) (20.9) (34.5)
Net loss from discontinued operations — — (24.9)
Net loss (29.0)% (20.9% (59.4)%
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Years Ended December 31, 2004, 2003 and 2002
Revenue

Total revenue increased $25.7 million, or 87%, to $55.2 million in 2004, from $29.5 million in 2003.
Approximately $24.4 million of the additional revenue in 2004 was from sales of the Docent software platform and
approximately $1.3 million was from additional sales of the Click2learn software platform. Total revenue in 2003
decreased $1.0 million, or 3%, from $30.5 million in 2002.

For the year ended December 31, 2004, revenue from foreign sales increased $12.2 million, or 330%, to $15.9
million, as compared to $3.7 million for the year ended December 31, 2003, and accounted for approximately 29%
of total revenue. The increase in international revenue is due to a greater international presence resulting from the
acquisition of Docent and our success in winning a number of large contracts in 2004, particularly in Europe, where
revenue increased $10.0 million, or 435%, from $2.3 million in 2003 to $12.3 million in 2004.

For the year ended December 31, 2003, revenue from our foreign subsidiaries decreased $1.0 million, or 21%,
to $3.7 million, as compared to $4.7 million for the year ended December 31, 2002, and accounted for
approximately 153% of total revenue. The decrease was due to many potential clients choosing to wait until the
acquisition of Docent was completed and the future technology roadmap of the combined company was disclosed
prior to committing to purchases.

No customer accounted for greater than 10% of our total consolidated revenue in 2004. One customer
accounted for 18% and 14% of our total consolidated revenue from continuing operations in 2003 and 2002,
respectively.

We experience quarterly seasonality in the licensing of our products and delivery of our services. Typically,
revenues at Docent, Click2learn and SumTotal Systems have been lower in our first fiscal quarter than in the
immediately preceding fourth fiscal quarter because (i) many of our customers utilize a significant portion of their
capital budgets at the end of their fiscal year, (ii) the majority of our customers begin a new fiscal year on January 1,
and (iii) capital expenditures tend to be lower in an organization’s first fiscal quarter than in its fourth fiscal quarter.
We anticipate that this seasonality will continue. Please refer to “Factors That May Affect Future Results of
Operations - Our quarterly operating results are uncertain and may fluctuate significantly, which could negatively
affect the value of your investment” for a further discussion of other factors which may influence seasonality in our
operating results.

License revenue. For the year ended December 31, 2004, license revenue increased $13.3 million, or 146%, to
$22.4 million, as compared to $9.1 million for the year ended December 31, 2003. Approximately $10.7 million of
the additional license revenue was the result of adding the Docent software platform to our portfolio of products and
approximately $2.6 million was the result of increased sales of the Click2learn software platform and the new
SumTotal 7.0 Series. Price changes in per license seat prices had approximately a favorable 22% effect on the
license revenues for the year ended December 31, 2004, as compared to the year ended December 31, 2003.

For the year ended December 31, 2003, license revenue decreased $3.0 million, or 25%, to $9.1 million, as
compared to $12.1 million for the year ended December 31, 2002 due to decreased sales of the Click2learn software
platform. Price changes per license seat, in general, had little effect on the license revenues for the year ended
December 31, 2003, as compared to the year ended December 31, 2002. The decrease was due to many potential
clients choosing to wait until the acquisition of Docent was completed and the future technology roadmap of the
combined company was disclosed prior to committing to purchases.

At December 31, 2004, we had $1.8 million in deferred license revenue, consisting of numerous contracts that
should become recognizable as revenue throughout fiscal 2005.

Service and maintenance revenue. Service and maintenance revenue for the years ended December 31, 2004,
2003 and 2002 consisted of the following (in thousands):

2004 2003 2002
MAINECINANCE ...t ieeeeeeeieetcareeecrie et reteeeeseesae st es e sresane e anearesnenes § 11,665 % 5,724 § 4,000
HOSHING .ottt e 6,044 2,063 1,957
TTAINING -oeveviivreeeeiee et et et e e et n et e e aeesearaase et e nesbeesnenrenseenes 2,296 1,357 1,643
CONSUILING ...ttt e e se et r e e 12,452 11,209 10,770
Application SETVICE PIOVIAET.....c.civiiirieiiinie et ceessenens 371 — —

$ 32828 § 20353 § 18370
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For the year ended December 31, 2004, service and maintenance revenue increased $12.4 million, or 61%, to
$32.8 million, as compared to $20.4 million for the year ended December 31, 2003 due to increased sales to existing
customers, as well as to new customers. Maintenance revenue increased $35.9 million, or 104%, to $11.6 million for
the year ended December 31, 2004, from $5.7 million for the year ended December 31, 2003. Approximately $4.3
million was the result of adding the Docent installed customer-base to the Company as well as new contracts signed
for the Docent product and $1.6 million of the increase is due to contract renewals from existing Click?learn
customers as well new contracts signed for the Click2learn platform. Hosting revenue increased $3.9 million, or
186%, to $6.0 million for the year ended December 31, 2004, from $2.1 million for the year ended December 31,
2003. Approximately $3.3 million and $0.6 million of the hosting revenue increase is due to the addition of the
Docent installed customer-base and increases in the Click2learn installed customer-base, respectively. Training
revenue increased $0.9 million, or 64%, to $2.3 million for the year ended December 31, 2004, from $1.4 million for
the year ended December 31, 2003. Approximately $0.8 million and $0.1 million of the training revenue increase is
due to the addition of the Docent installed customer-base and increases in the Click2learn installed customer-base,
respectively. Consulting revenue increased $1.3 million, or 12%, to $12.5 million for the year ended December 31,
2004, from $11.2 million for the year ended December 31, 2003. We recorded an additional $4.9 million of
consulting revenue due to the addition of the Docent installed customer-base, offset by a $3.6 million decrease in
consulting revenue for the Click2learn installed customer-base. In 2003, Click2learn had several large consulting
contracts that were not repeated in 2004. Application service provider revenue increased to $0.4 million for the year
ended December 31, 2004, from $0 for the year ended December 31, 2003 due entirely to the Docent acquisition.

Price changes in service and maintenance fees had no material effect on the year ended December 31, 2004, as
compared to the year ended December 31, 2003.

For the year ended December 31, 2003, service and maintenance revenue increased $2.0 million, or 11%, to
$20.4 million, as compared to $18.4 million for the year ended December 31, 2002 due to increased sales to existing
customers, as well as to new customers. Maintenance revenue increased $1.7 million, or 43%, to $5.7 million for the
year ended December 31, 2003, from $4.0 million for the year ended December 31, 2002 due to an increase in the
customer installed-base. Hosting revenue increased $0.1 million, or 5%, to $2.1 million for the year ended
December 31, 2003, from $2.0 million for the year ended December 31, 2002 due to an increase in the customer
installed-base. Training revenue remained relatively flat and decreased $0.2 million, or 13%, to $1.4 million for the
year ended December 31, 2003, from $1.6 million for the year ended December 31, 2002. Consulting revenue
increased $0.4 million, or 4%, to $11.2 million for the year ended December 31, 2003, from $10.8 million for the
year ended December 31, 2002 due to increases in implementation services associated with our new and existing
clients installing Aspen or upgrading to new versions.

Price changes in service and maintenance fees had no material effect on the year ended December 31, 2003, as
compared to the year ended December 31, 2002.

Costs of Revenue

For the year ended December 31, 2004, total cost of revenue increased $12.0 million, or 103% to $23.7
million, as compared to $11.7 million for the year ended December 31, 2003. This was a result of the increase in the
amortization of intangible assets, the addition of service and maintenance personnel on March 18, 2004 resulting
from the acquisition of Docent, costs associated with hosting the Docent customer installed-base and additional third
party consulting and license costs associated with Docent product implementations in Europe.

Cost of license. Cost of license revenue increased $1.0 million, or 167%, to $1.6 million in 2004, from $0.6
million in 2003. The increase was primarily attributable to the cost of third party products sold, in particular, $1.2
million associated with a license revenue deal booked in the fourth quarter of fiscal 2004. Cost of license revenue
was consistent at $0.6 million and $0.5 million in 2003 and 2002, respectively.

Gross margin for license remained consistent at 93%, 94% and 96% for 2004, 2003 and 2002, respectively.

Cost of service and maintenance. For the year ended December 31, 2004, total cost of service and
maintenance revenue increased $7.4 million, or 75%, to $17.3 million in 2004, from $9.9 million in 2003. The
increase is primarily due to the addition of an average of thirty-six Docent service and maintenance personnel
following the merger with Docent on March 18, 2004. For the year ended December 31, 2004, costs relating to
service maintenance personnel increased $5.7 million, or 61%, to $15.0 million, as compared to $9.3 million for the
year ended December 31, 2003. In addition, we incurred expenses of $0.8 million associated with providing hosting
services for the Docent customer installed-base and $0.8 million for additional implementation third party consulting
costs associated with Docent product implementations.
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Gross margin for service and maintenance decreased from 51% in the year ended December 31, 2003 to 47%
in the year ended December 31, 2004, primarily due to the addition of an average of thirty-six Docent service and
maintenance personnel following the merger with Docent on March 18, 2004 and due to approximately $3.4 million
of service and maintenance deals in the year ended December 31, 2004 that we could not record as revenue due to
merger accounting principles.

For the year ended December 31, 2003, total cost of service and maintenance revenue increased $1.3 million,
or 15%, to $9.9 million in 2003, from $8.6 million in 2002 due to additional costs relating to service maintenance
personnel.

Gross margin for service and maintenance was consistent at 51% and 53% for 2003 and 2002, respectively.

Our cost of service and maintenance revenue includes salaries and related expenses of our professional
services organization and charges related to hosting activities and other third party service providers.

We expect improvements in gross margin for service and maintenance as more maintenance renewal contracts
are signed for the Docent maintenance installed customer-base.

Amortization of intangibles. Costs incurred in the research and development of new software products are
expensed as incurred until technological feasibility is established. Development costs are capitalized beginning
when a product’s technological feasibility has been established and ending when the product is available for general
release to customers. Technological feasibility is reached when the product reaches the beta stage. Under SFAS No.
86, Accounting for the Costs of Computer Software to be Sold, Leased or Otherwise Marketed, we capitalized
certain project costs recorded after technological feasibility was established on our Virtual Classroom Server
product, such costs started to be amortized when the product was released on April 1, 2003. We recorded
amortization expenses under SFAS No. 86 of $0.9 million, $0.5 million and $0 for the years ended December 31,
2004, 2003 and 2002, respectively.

Under SFAS No. 142, Goodwill and Other Intangible Assets, we make judgments about the recoverability of
intangible assets whenever events or changes in circumstances indicate that an indication of impairment in the
remaining value of the assets recorded on our balance sheet may exist. In order to estimate the fair value of
intangible assets, we make various assumptions about the future prospects for the business to which the asset relates
and typically estimated future cash flows to be generated by these businesses. We recorded amortization expenses
under SFAS No. 142 of $3.9 million, $0.7 million and $0.5 million in the years ended December 31, 2004, 2003 and
2002, respectively.

For the year ended December 31, 2004 amortization of intangibles increased $3.6 million, or 300%, to $4.8
million, as compared to $1.2 million for the year ended December 31, 2003. The increase for the year ended
December 31, 2004 is due to $0.2 million of additional amortization associated with our Virtual Classroom Server
product and $3.4 million of amortization associated with the intangible assets acquired as a result of the merger with
Docent and the asset purchase agreements with distributors in Japan and Australia.

For the year ended December 31, 2003 amortization of intangibles increased $0.7 million, or 140%, to $1.2
million, as compared to $0.5 million for the year ended December 31, 2002 due primarily to amortization associated
with our Virtual Classroom Server product that was released on April 1, 2003.

Operating Expenses

Research and development. Research and development expenses include expenses associated with the
development of new products and new product versions and consist primarily of salaries, depreciation of
development equipment, supplies and overhead allocations. Research and development expenses increased $5.6
million, or 93%, to $11.6 million in 2004, from $6.0 million in 2003. The increase is due to $4.4 million for the
addition of an average of thirty-five Docent research and development personnel since March 18, 2004 resulting
from the acquisition of Docent and additional external consultants. Consulting expenses increased $1.2 million, or
600%, to $1.4 million in 2004, as compared to $0.2 million in 2003. Additional consultants were needed to support
work on upcoming releases of our product platform.

SumTotal Systems continued to increase spending in 2004 on external development consultants and research
and development personnel to improve upon existing core products and develop new products, thus continuing to
invest in potential future revenue streams. As a result of this investment, the SumTotal 7.0 Series was released in
December 2004. This release provided customers with enhanced features, particularly in the areas of blended
learning and compliance and better integration of the individual modules.
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Research and development expenses in 2003 decreased $2.2 million, or 27%, to $6.0 million in 2003, from
$8.2 million in 2002. This decrease was due primarily to a shifting of payroll to India where individual salaries are
lower than in the U.S. This allowed us to increase total research and development staff from fifty-three at December
31, 2002 to ninety-six at December 31, 2003, while lowering 2003 salaries and facility costs by $1.5 million as
compared to 2002,

Sales and marketing. Sales and marketing expenses consist of sales and marketing personnel costs, sales
commissions, travel, advertising, public relations, seminars, trade shows and other marketing literature and overhead
costs. Sales and marketing expenses increased $10.4 million, or 86%, to $22.5 million in 2004, from $12.1 million
in 2003. Expenses relating to sales and marketing personnel for the year ended December 31, 2004 increased $9.5
million, or 89%, to $20.2 million, as compared to $10.7 million for the year ended December 31, 2003. The increase
is a primarily a result of $9.5 million for increased sales and marketing personnel due to the addition of an average
of twenty-three Docent sales and marketing personnel on March 18, 2004 resulting from the acquisition of Docent,
$0.4 million for additional marketing activity due to the launch of SumTotal Systems and $0.4 million for the loss
on disposal or abandonment of property and equipment, consisting of internal use sales management software used
by Click2learn in favor of the sales management software used by Docent.

Sales and marketing expenses decreased $4.5 million, or 27%, from $16.6 million in 2002, to $12.1 million in
2003. The decrease was attributable to a shift in staffing mix from higher compensated sales staff to lower
compensated support staff as well as lower external marketing expenditures. Sales staff declined from fifty-six in
2002 to forty-nine at the end of 2003. Marketing and support staff increased from twenty-six in 2002 to thirty-eight
in 2003 with several of these positions shifted to India. The result was a decline in 2003 compensation, travel and
facilities costs of $1.9 million as compared to 2002 levels. External marketing expenses declined approximately $0.6
million in 2003 as compared to 2002 levels. This reduction was planned in order to reduce cash use.

General and administrative. General and administrative expenses consist primarily of salaries and other
personnel-related expenses for administrative, executive and finance personnel as well as outside advisors. General
and administrative expenses increased $5.3 million, or 96%, to $10.8 million in 2004, from $5.5 million in 2003.
The increase is primarily a result of $2.0 million for the addition of an average of twenty-four Docent general and
administrative personnel on March 18, 2004 resulting from the acquisition of Docent. In addition, in fiscal 2004, we
incurred $1.2 million associated with post-merger and other legal matters, $0.8 million in expenses for consultants
and our auditors associated with compliance with Section 404 of the Sarbanes-Oxley Act of 2002 (“‘Sarbanes-Oxley
Section 404”), $0.8 million in stock-based compensation, including $0.5 million in stock-based compensation
related to the acceleration of stock options to certain employees and $0.5 million in general consulting costs across
all general and administrative functions.

General and administrative expenses in 2003 decreased $0.5 million, or 8%, to $5.5 million in 2003, from
$6.0 million in 2002. The primary cause of the reduction was $0.5 million of lower compensation and decreased
facility related expenses.

Restructuring charge. The acquisition of Docent by Click2learn in the first quarter of fiscal 2004, forming
SumTotal Systems, caused excess facilities and redundant employee positions.

$800,000 of the Docent purchase price has been allocated to accrue future rental costs for building in
Mountain View, California that was exited in September 2002.

During the first quarter of fiscal 2004, we recorded an $889,000 restructuring charge, which consisted of
$717,000 in employee severance costs and $172,000 in facility exit costs. Employee severance consists of severance
and other benefits resulting from a reduction in force across all Company functions of thirty-three employees.
Facility costs represent the fair value of the lease liabilities relating to the closure of a facility in Framingham,
Massachusetts which includes sublease income.

During the second quarter of fiscal 2004, we recorded an additional $248,000 restructuring charge, which
consisted of $93,000 in employee severance costs and $155,000 million in facility exit costs. Employee severance
consists of severance and other benefits resulting from a reduction of three service and maintenance employees and
one sales and marketing employee. Facility costs represent the fair value of the lease liabilities relating to the partial
closure of a facility in Bellevue, Washington which includes sublease income.
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The following table depicts the 2004 restructuring activity (in thousands):

Balance at
December 31, Purchase Price Cash Balance at
2003 Allocations Additions Expenditures December 31, 2004
Vacated facilities. $ — 3 800 $ 327 § (621) $ 506
Employee
severance........ — — 810 (810) —
$ — 3 800 §$ 1,137 § (1,431) § 506

Accrued amounts for vacated facilities will be paid over the lease term of the Mountain View, California,
Bellevue, Washington and Framingham, Massachusetts facilities, which end in May 2005, December 2008 and
January 2006, respectively.

In-process research and development. Costs incurred in the research and development of new software
products are expensed as incurred until technological feasibility is established. Development costs are capitalized
beginning when a product’s technological feasibility has been established and ending when the product is available
for general release to customers. Technological feasibility is reached when the product reaches the beta stage. To
date, software development costs incurred subsequent to the establishment of technological feasibility have not been
significant, and all software development costs have been charged to research and development expenses.

We assigned $1.3 million to acquired IPR&D that had not yet reached technological feasibility and had no
alternative future use and wrote off these assets in the Docent acquisition in accordance with FASB Interpretation
Number (“FIN”) No. 4, Applicability of FASB No. 2, Business Combinations Accounted for by the Purchase
Method. To estimate the value of the IPR&D, we calculated the expected cash flows attributed to the completed
portion of the IPR&D. These cash flows considered the contribution of the core/developed technology, the risks
related to the development of the IPR&D and the percent complete as of the valuation date as well as the expected
life cycle of the technology. Finally, the cash flows attributed to the completed portion of the [PR&D, net of the
core/developed technology contribution, were discounted to their present value, using a discount rate of 25%, to
estimate the value of the IPR&D. These projects were completed as part of the releases of SumTotal Suite 7.0 and
7.1 in December 2004 and April 2005, respectively.

Stock-based compensation. The intrinsic-value-based method of accounting prescribed by Accounting
Principles Board Opinion (“APB”) No. 25, Accounting for Stock Issued to Employees, and related interpretations
including FIN No. 44, Accounting for Certain Transactions Involving Stock Compensation, an interpretation of APB
23, has been applied to account for SumTotal Systems’ fixed-plan stock options. Under this method, compensation
expense is recorded only if the current market price of the underlying stock exceeded the exercise price on the date
of the grant. SFAS No. 123, Accounting for Stock-Based Compensation, established accounting and disclosure
requirements using a fair-value-based method of accounting for stock-based employee compensation plans. As
allowed by SFAS No. 123, SumTotal Systems has elected to continue to apply the intrinsic-value-based method of
accounting described above and has adopted only the disclosure requirements of SFAS No. 123.

In December 2004, the FASB issued SFAS No. 123 (revised 2004) (“123R"), Share-Based Payment, that
addresses the accounting for share-based payment transactions in which an enterprise receives employee services in
exchange for either equity instruments of the enterprise or liabilities that are based on the fair value of the
enterprise’s equity instruments or that may be settled by the issuance of such equity instruments. The statement
eliminates the ability to account for share-based compensation transactions using the intrinsic value method as
prescribed by APB No. 25, Accounting for Stock Issued to Employees, and generally requires that such transactions
be accounted for using a fair-value-based method and recognized as expenses in our consolidated statement of
operations. The statement requires companies to assess the most appropriate model to calculate the value of the
options. We currently use the Black-Scholes option pricing model to value options and are currently assessing which
model we may use in the future under the statement and may deem an alternative model to be the most appropriate.
The use of a different model to value options may result in a different fair value than the use of the Black-Scholes
option pricing model. In addition, there are a number of other requirements under the new standard that will result in
differing accounting treatment than currently required. These differences include, but are not limited to, the
accounting for the tax benefit on employee stock options and for stock issued under our employee stock purchase
plan. In addition to the appropriate fair value model to be used for valuing share-based payments, we will also be
required to determine the transition method to be used at date of adoption. The allowed transition methods include
prospective and retroactive adoption options. Under the retroactive options, prior periods may be restated either as
of the beginning of the year of adoption or for all periods presented. The prospective method requires that
compensation expense be recorded for all unvested stock options and restricted stock at the beginning of the first
quarter of adoption of SFAS No. 123R, while the retroactive methods would record compensation expense for all
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unvested stock options and restricted stock beginning with the first period restated. The effective date of the new
standard for our consolidated financial statements is our first fiscal quarter of 2006.

Upon adoption, this statement will have a significant impact on our consolidated financial statements as we
will be required to expense the fair value of our stock option grants and stock purchases under our employee stock
purchase plan rather than disclose the impact on our consolidated net loss within our footnotes as is our current
practice found in Note 2 “Summary of Significant Accounting Policies” in the Notes to the Consolidated Financial
Statements. The amounts disclosed within our footnotes are not necessarily indicative of the amounts that will be
expensed upon the adoption of SFAS No. 123R. Compensation expense calculated under SFAS No. 123R may
differ from amounts currently disclosed within our footnotes based on changes in the fair value of our common
stock, changes in the number of options granted or the terms of such options, the treatment of tax benefits and
changes in interest rates or other factors. In addition, upon adoption of SFAS No. 123R, we may choose to use a
different valuation model to value the compensation expense associated with employee stock options.

On May 31, 2005, the Board of Directors of SumTotal Systems approved the acceleration of vesting of certain
unvested and “out-of-the-money” stock options with exercise prices equal to or greater than $5.60 per share
previously awarded to its employees, including its Section 16 officers, under each of the SumTotal Systems’ equity
compensation plans. This approval was based on a recommendation of the Compensation Committee of the Board of
Directors, which consists entirely of independent directors, and reflects an approximate 10% premium over the
average closing price of SumTotal Systems’ common stock over the previous ninety days. The acceleration of
vesting was effective for stock options outstanding as of May 20, 2005. Options to purchase approximately 1.6
million shares of common stock, or 64% of SumTotal Systems’ outstanding unvested options, 446,000 of which are
held by Section 16 Officers, will become exercisable upon SumTotal Systems’ compliance with NASDAQ and SEC
rules.

The purpose of the acceleration is to enable SumTotal Systems to avoid recognizing the future compensation
expense associated with the adoption of SFAS No. 123R, Share-Based Payment. SFAS No. 123R, when effective,
will require all share-based payments to employees, including granting of employee stock options, to be recognized
as compensation expense on SumTotal Systems’ consolidated statement of operations, rather than as a disclosure in
the Notes to the Consolidated Financial Statements, based on their fair values. SFAS No. 123R will become
effective to SumTotal Systems beginning in the first quarter of fiscal year 2006. The pre-tax charge to be avoided
amounts to approximately $7.0 million over the course of the remainder of the original vesting periods, which, on
average, is approximately 1.9 years from January 1, 2006. The acceleration of the vesting of these options did not
result in a charge based on generally accepted accounting principles because there was not a modification of the
option grants. SumTotal Systems also believes that because the options to be accelerated have exercise prices in
excess of the current market value of the SumTotal Systems’ common stock, the options have limited economic
value and are not fully achieving their original objective of incentive compensation and employee retention.

The following table displays the impact to our net loss and as if we were to change our accounting policy in
accordance with SFAS No. 123, Accounting for Stock-Based Compensation, and SFAS No. 148, Accounting for
Stock-Based Compensation-Transition and Disclosure, and retroactively restate all prior periods as if we had
adopted SFAS No. 123 for all periods presented (in thousands, except per share amounts):

Year Ended December 31,
2004 2003 2002
Net 1085, a5 TEPOTIEd ......covevcvieiiieeeccee ettt b, $  (16,032) § (6,160) $ (18,114)
Add: Stock-based employee compensation expenses included

i reported NEL LOSS ..u.iverrieeet e 1,425 — 5
Deduct: Stock-based employee compensation expense .

determined under fair-value-based method for all awards,

DEL OF AX .ttt $ (7,190) § (3,836) $ (5,460)
Pro fOrma Net 0SS ....cooviiieer e $ QL7797 § (9,996) $ (23,569)
Weighted average common shares outstanding, basic and

QIULEd. ., 18,367 9,237 7,776
Net loss per share, basic and diluted: ...........ccococonininininnn.

ASTEPOITE 1.ovviviicircctee et $ (0.87) § (0.67) § (2.33)
Pro fOrma......oveviiiiiice e $ (1.19) § (1.08) § (3.03)

The weighted average fair value of options granted was $7.42, $4.83 and $3.23 for the years ended December
31,2004, 2003 and 2002, respectively. We calculated the value of stock-based awards on the date of grant using the
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Black-Scholes option pricing model based on the assumptions set forth in the following table for the years ended
December 31, 2004, 2003 and 2002, respectively:

Options Employee Stock Purchase Plan
2004 2003 2002 2004 2003 2002

Dividend yield ........... 0% 0% 0% 0% 0% 0%
Volatility.....c...oceneen. 1.10-1.20 0.99 1.24 0.59-0.79 0.99 1.24
Risk free interest

TAES.oeiirierereenrene,  1.48%-3.86% 3.30% 2.80% 1.01%-1.77%  3.30% 2.80%
Expected lives of

OptioNS....cvevevererne. 1-5years Syears 5 years 6 months 1.25 years 1.25 years

In 2004, we recorded $233,000 in stock-based compensation expense relating to increasing the amount of
shares available for purchase in the SumTotal Employee Stock Purchase Plan (“ESPP”), per FIN No. 44, Accounting
Jor Certain Transactions Invoiving Stock Compensation, $867,000 in stock-based compensation expense relating to
common stock options issued to former Docent employees and $325,000 in stock-based compensation expense
relating to accelerated option vesting for certain employees.

Interest expense. Interest expense decreased $60,000, or 33%, to $121,000 in 2004, from $181,000 in 2003.
Interest expense in 2003 increased $119,000, or 192%, from $62,000 in 2002. The decrease in 2004 was attributable
to our paying off equipment leases and loans in 2003 and terminating our line of credit with Silicon Valley Bank in

March 2004. The increase in 2003 was attributable to higher equipment lease and equipment loan balances versus
2002.

Other expense, net. Other expense, net, increased to $247,000 in 2004, from $0 in 2003 and 2002. The
increase in 2004 was due primarily to net foreign exchange losses.

Interest income. Interest income increased $286,000, or 636% to $331,000 in 2004, from $45,000 in 2003. In
2003, interest income decreased $27,000, or 38%, from $72,000 in 2002. The increase in 2004 was primarily due to
higher balances of cash and cash equivalents resulting from our March 2004 net cash acquired from the Docent
acquisition of $25.4 million. The decrease in 2003 was due to reduced interest rates.

Equity in losses of an affiliate. Equity in losses of an affiliate related to Click2learn Japan KK, our former
joint venture with Softbank Media & Marketing Corporation, Softbank Publishing Inc. and Toppan Forms Co. Ltd
in Japan. We used the equity method of accounting whereby we recorded our ownership portion of the joint
ventures’ net income or loss. For the years ended December 31, 2004, 2003 and 2002, our equity in losses of an
affiliate were $169,000, $100,000 and $200,000, respectively. As part of the agreement with Softbank Media &
Marketing Corporation, Softbank Publishing Inc. and Toppan Forms Co. Ltd. on August 5, 2004, we transferred our
shares in Click2learn Japan KK to Softbank Media and Marketing and as a result we will not have any future equity
related expenses relating to the losses of this company.

Provision for income taxes. We incurred operating losses for all periods from inception through December
31, 2004, and therefore have not recorded a provision for U.S. income taxes. We recorded a provision for foreign
and state income taxes of $66,000 for 2004, $29,000 for 2003, and $0 for 2002.

As of December 31, 2004, SumTotal Systems had NOL carry-forwards for U.S. federal tax purposes of
approximately $344 million and for state tax purposes of approximately $47 million.

Approximately $152 million of the federal NOL carry-forwards were acquired in business combinations. If
these NOL carry-forwards become recoverable in the future, they will first be used to reduce to zero any goodwill
associated with the business combinations prior to being used to reduce any income tax expense.

Our ability to utilize net operating losses and credits may be subject to a substantial limitation due to the
change in ownership, as defined in the Internal Revenue Code Section 382 and similar state provisions. The annual
limitation may result in the expiration of net operating losses and credits before utilization. The federal and state tax
loss carry-forwards are available to reduce future taxable income and expire at various dates beginning in 2005, if
not utilized. We estimate that approximately $214 million of the NOLs will not be utilizable because of Internal
Revenue Code Section 382 limitations.

Realization of our deferred tax assets is dependent on future earnings, the timing and amount of which are
uncertain. Accordingly, a valuation allowance, in an amount equal to the net deferred tax assets as of December 31,
2004 has been established to reflect these uncertainties. Refer to the Notes to the Consolidated Financial Statements,
Note 16 “Income Taxes.”
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Loss from discontinued operations. In the first quarter of 2002, we sold certain assets of our custom content
development business, including equipment and a customer list, to NIIT. These assets were sold pursuant to an
Asset Purchase Agreement for $1.0 million, resulting in a gain of $927,000 based on the book value of those assets.
As a part of the transaction, NIIT acted as a subcontractor to complete work in process and will be our primary
strategic partner for custom content development services. In this regard, we will refer custom content development
work to NIIT, which will contract directly with customers to complete the work.

The sale to NIIT did not include any assets related to our contract to provide custom content development
services for the WANG. At the time of the sale to NIIT, we intended to continue to provide these services to the
WANG. However, the WANG contract differed from our typical custom content development contract in the
following important ways:

»  the contract did not provide for invoicing upon achievement of defined tasks over the term of the contract;
rather invoicing was subject to acceptance of each completed curriculum;

«  the content was simpler to develop, but each curriculum was much longer (generally in excess of one
hundred hours, rather than the more typical thirty to fifty hours); and

»  we did not contract with the WANG directly, but rather through a subcontract to a government contractor.

This contract structure required us to fully fund the development through completion of the longer curriculum
with no interim progress payments and further delayed payment once invoiced since payments were made by the
WANG to the contractor, which then paid us within 15 days of receiving payment. Because of the demands this
contract placed on our working capital, we negotiated with the WANG to allow us to terminate the contract and
transition the work to the prime contractor. As a part of these negotiations, we agreed to forfeit our rights to
approximately $4.5 million of work performed in return for allowing the early contract termination. Upon
termination of the WANG contract, we had ceased all operations in connection with our custom content
development business and began presenting the results of that business as discontinued operations.

Results related to our custom content development business for the current year and all prior periods have
been reclassified as loss from discontinued operations. For the year ended December 31, 2002, we reclassified
$248,000 of revenue, $2.7 million of costs related to revenue, $6.1 million of expenses, and $927,000 of other
income as a combined loss from discontinued operations of $7.6 million. We had no costs from discontinued
operations in 2004 or 2003. The bulk of 2002 expenses reflect the termination costs for personnel, facilities and the
WANG contract during the first and third quarters of 2002.

Liquidity and Capital Resources

At December 31, 2004, our principal source of liquidity was $25.5 million of cash and cash equivalents and
$9.1 million in short-term investments, up from $12.7 million in cash and cash equivalents on December 31, 2003.
The change in cash is due primarily to the cash acquired in the acquisition, net of payments, of $25.4 million from
the acquisition of Docent.

Net cash provided by operating activities was $0.1 million for the year ended December 31, 2004. The cash
provided during the period was due to a $6.9 million increase in deferred revenue from additional bookings during
the period, a $1.1 million decrease in other long-term assets and non-cash activities consisting of $4.8 million for the
amortization of intangible assets, a $1.3 million write-off of [IPR&D that had not yet reached technological
feasibility and had no alternative future use, $1.4 million for stock-based compensation, $1.9 million for
depreciation and amortization of property and equipment, $0.5 million for a loss on the disposal of property and
equipment, $0.2 million for equity in losses from affiliate, $0.7 million increase for provision for sales returns and
doubtful accounts, $0.1 million increase in accounts payable and $0.1 million for amortization of discount on debt,
offset by a net loss of $16.0 million, a $2.4 million increase in accounts receivable, a $0.2 million decrease in
accrued liabilities and a $0.3 million decrease in the restructuring accrual.

At December 31, 2003, our principal source of liquidity was $12.7 million of cash and $10.4 million of
accounts receivable, up from $3.6 million and $10.8 million, respectively on December 31, 2002. Cash increased
primarily as a result of our completing a private placement of common stock and warrants with net proceeds of
$11.9 million in June of 2003 offset by uses of cash of $3.5 million.

Cash used in operating activities in 2003 was $1.5 million. A net loss of $6.2 million was partially offset by
amortization of intangibles of $1.7 million, depreciation and amortization of $0.8 million and recovery of bad debts
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of $0.7 million. Other operating assets and liabilities also generated $1.2 million in cash flow primarily as result of a
$1.0 million increase in deferred revenue.

Cash provided by investing activities was $15.1 million for the year ended December 31, 2004 due primarily
to the $25.4 million of cash acquired, net of payments, associated with the Docent acquisition and $3.0 million in
sales of short-term investments, offset by $11.7 million in purchases of short-term investments, $1.3 million in
purchases of equipment and $0.5 million in cash used for asset purchase agreements with distributors in Japan and
Australia.

Net cash used in investing activities was $2.1 million and $3.0 million in 2003 and 2002, respectively. Net
cash used in investing activities in 2003 was primarily the result of expenditures of $1.2 million in prepaid expenses
associated with our acquisition of Docent, capital expenditures of approximately $0.7 million associated with
purchases of computers and software and $0.2 million in purchases of restricted certificates of deposit for office
building lease deposits. Net cash used in investing activities in 2002 was primarily the result of capital expenditures
and a purchase of technology for $2.7 million, offset by $1.0 million provided by the sale of certain assets used in
our custom content development business to NIIT (USA).

Net cash used in financing activities was $2.7 million for the year ended December 31, 2004 due to $3.6
million in net repayments on the working capital line at Silicon Valley Bank and the repayment of a $0.4 million
note payable resulting from our acquisition of Click2learn Japan KK, offset by $1.2 million in proceeds from the
issuance of common stock, common stock warrants and exercises of common stock options. In March 2004, we
cancelled our $10.0 million working capital line of credit at Silicon Valley Bank. We paid a fee of $70,000 to
Silicon Valley Bank associated with the cancellation and incurred a charge of $67,000 associated with warrants
related to the line of credit.

Net cash provided by financing activities was $12.6 million in 2003 due primarily to a private placement to
accredited investors in 2003 in which we sold 2,378,453 shares of our common stock and issued investors warrants
for the purchase of an additional 832,445 shares of common stock at an exercise price of $5.96 per share for an
aggregate purchase price of approximately $12.8 million, net cash from borrowings of $0.3 million, amounts
received from exercise of employee stock options and purchases under our Employee Stock Purchase Plan
(“ESPP”). Net cash provided by financing activities was $2.3 million in 2002 due primarily to net borrowings
against the Silicon Valley Bank credit facility of $1.7 million in 2002, amounts received from exercise of employee
stock options and purchases under our ESPP.

At December 31, 2004, our contractual obligations and commercial commitments were as follows (in
thousands):

Payments Due by Period

Less Than 1
Total Year 1-2years 2-3years 3-4years 4-5Syears Thereafter
Operating leases $6,133 $1,817 $1,425 $1,359 $1,130 $346 $56
Accrued restructured
facility lease payments 506 405 40 33 28 — —
$6,639 $2,222 $1,465 $1,392 $1,158 $346 $56

We have entered into various arrangements with hosting services vendors and various non-cancelable
operating facility lease agreements for our offices throughout the U.S. and for our international subsidiaries with
original lease periods expiring through 2010. In addition, we are under contract to fulfill our obligation for facility
leases for offices that were subleased to third party companies under restructuring plans. The difference between the
future operating lease liabilities and the fair market value of the operating leases is accrued within the restructuring
accrual balance.

Further information on restructuring facility payments can be found in Note 10 “Restructuring” in the Notes to
the Consolidated Financial Statements. Further information on operating leases and software resale and distribution
commitment can be found in Note 11 “Commitments and Contingencies” in the Notes to the Consolidated Financial
Statements.

In addition to the contractual commitments listed above we had a liability for deferred revenue of $15.1
million at December 31, 2004, up from $5.4 million at December 31, 2003. Deferred revenue is created when we
bill clients for product or services prior to recognition of the related revenue. Approximately 57% of deferred
revenue in 2004 resulted from contracts to deliver support and maintenance for our software products. These
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contracts typically have terms of twelve months, therefore we recognize the revenue ratably over their life. When the
contracts expire, we contact the client and request renewal, starting the deferred revenue cycle again.

We currently anticipate that our available cash resources, combined with cash flows generated from revenues,
will be sufficient to meet our presently anticipated working capital, capital expense and business expansion
requirements for at least the next twelve months. However, we will continue to monitor our cash and liquidity and
will seek additional financing or make additional expense reductions if it becomes required. Our future liquidity and
capital requirements will depend on numerous factors, including our future revenues, the timing and extent of
spending to support product development efforts and expansion of sales and marketing and general and
administrative activities, the success of our existing and new product and service offerings and competing
technological and market developments. There can be no assurance that additional funding, if needed, will be
available on terms acceptable to us, if at all.

Related Party Transaction

In March 2004, subsequent to the acquisition of Docent, SumTotal Systems forgave the $139,000 outstanding
loan of Mr. Mandelkern, a former member of the Docent Board of Directors and the former Executive Vice
President, Chief Technology Officer and co-founder of Docent, and recorded the transaction as a general and
administrative expense.

Employee Stock Options

Our stock option program is a key component of the compensation package we provide to attract and retain
talented employees and align their interests with the interests of existing stockholders. Our cumulative potential
dilution for the years ended December 31, 2004, 2003 and 2002 was 3.1%, 3.8% and 8.0%, respectively. The
potential dilution percentage is calculated as the new option grants for the year, net of options forfeited by
employees leaving SumTotal Systems, divided by the total outstanding shares at the beginning of the year. Many of
these options, which have ten-year exercise periods, have exercise prices substantially higher than the current market
price of our common stock. At December 31, 2004, 69% of our outstanding stock options had exercise prices in
excess of the current market price of our common stock. The Compensation Committee of the Board of Directors
reviews and approves all stock option grants to executive officers, The Chief Executive Officer approves all
individual stock option grants to non-executive officers.

Options granted from fiscal year 2001 through fiscal 2004 are summarized as follows (share amounts in
thousands):

Options outstanding at December 31, 2001 .....oooiieoii e 1,807
ACqUISItION OF DOCENT OPLIOIS .....vuiiiiiiiaireniiirertsrerescarearecaseeseseesessesassssensassesassseeseasensssasessesaes 2,812
OPLIONS GIANIEA ... cveveiiriiiie ettt ettt sttt st es e se et as b etsaraess st saas s esasesesesressnsse 3,831
OPLIONS EXEICISEA......ecviiueitiiiiiteiiecett e ette sttt bt e st et e et e s e e besearbes s e et s rsasbe e eaes (357)
CaANCRLALIONS ... c.eiiie ettt st et e e e sbas s reate s bastesee e e e eabe st besseebeersesbeeaeesnenes 2,117
Options outstanding at December 31, 2004 ........cccoveviiieiiniieieiirec e 5,976
Average annual options granted, net of cancellations .........cocoovveviiriinieccoenninieee e 571
Weighted average shares outstanding for the three years ended December 31, 2004............. 11,793
Shares outstanding at December 31, 2004 ........ccccooeviiieiniiieiinieecenee e 20,665
Options outstanding as a percent of shares outstanding at December 31, 2004..................... 28.9%
Average annual options granted net of cancellations as a percentage of average shares

outstanding on December 31, 2004, 2003 and 2002 .........ccovvvrnreicrinrceiee s 4.8%

Generally, we grant stock options to our new employees when hired and our existing employees on an annual
basis. During the year ended December 31, 2004, we made grants of options to purchase approximately 2.8 million
shares of our stock, which resulted in a net grant of options for 1.6 million shares after deducting 1.2 million shares
for cancelled options. The net options granted in 2004 after forfeitures represented 8% of our total outstanding
shares of approximately 20.7 million as of December 31, 2004.

Adoption of Accounting Standards

In December 2003, the FASB issued FIN No. 46-revised 2003 (“46R™), Consolidation of Variable Interest
Entities. FIN No. 46R addresses how a business enterprise should evaluate whether it has a controlling financial
interest in an entity through means other than voting rights and accordingly should consolidate the entity. FIN No.
46R replaces FIN No. 46, Consolidation of Variable Interest Entities, which was issued in January 2003. SumTotal
Systems is required to apply FIN No. 46R to variable interests in Variable Interest Entities (“VIEs™) created after
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December 31, 2003. For variable interests in VIEs created before January 1, 2004, FIN No. 46R was applied
beginning on January 1, 2005. For any VIEs that must be consolidated under FIN No. 46R that were created before
January 1, 2004, the assets, liabilities and non-controlling interests of the VIE initially would be measured at their
carrying amounts with any difference between the net amount added to the balance sheet and any previously
recognized interest being recognized as the cumulative effect of an accounting change. If determining the carrying
amounts is not practicable, fair value at the date FIN No. 46R first applies may be used to measure the assets,
liabilities and non-controlling interest of the VIE. SumTotal Systems has no interests in VIEs, therefore the changes
noted in FIN No. 46R did not have a material effect on SumTotal Systems’ financial position and results of
operations.

In June 2004, the FASB issued EITF No. 02-14, Whether an Investor Should Apply the Equity Method of
Accounting to Investments Other Than Common Stock. EITF No. 02-14 addresses whether the equity method of
accounting applies when an investor does not have an investment in voting common stock of an investee but
exercises significant influence through other means. EITF No. 02-14 states that an investor should only apply the
equity method of accounting when it has investments in either common stock or in-substance common stock of a
corporation, provided that the investor has the ability to exercise significant influence over the operating and
financial policies of the investee. The accounting provisions of EITF 02-14 are effective for reporting periods
beginning after September 15, 2004. There was no material impact on our consolidated financial position, results of
operations or cash flows as a result of the adoption of EITF No. 02-14.

In December 2004, the FASB issued SFAS No. 153, Exchanges of Nonmonetary Assets — An Amendment of
APB Opinion No. 29, Accounting for Nonmonetary Transactions. SFAS No. 153 eliminates the exception from fair
value measurement for nonmonetary exchanges of similar productive assets in paragraph 21(b) of APB No. 29,
Accounting for Nonmonetary Transactions, and replaces it with an exception for exchanges that do not have
commercial substance. SFAS No. 153 specifies that a nonmonetary exchange has commercial substance if the future
cash flows of the entity are expected to change significantly as a result of the exchange. This standard is effective for
fiscal periods beginning after June 15, 2005. There have been no significant exchanges of nonmonetary assets in
2004, therefore there was no material impact on SumTotal Systems’ consolidated financial position, results of
operations or cash flows as a result of the adoption of SFAS No. 153.

Recent Accounting Pronouncements

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections, which provides
guidance on the accounting for, and reporting of, accounting changes and error corrections. SFAS No. 154 requires
retrospective application to the prior periods’ financial statements of voluntary changes in accounting principle and
changes required by an accounting pronouncement in the event the pronouncement does not include specific
transition provisions. SFAS No. 154 shall be effective for accounting changes made in fiscal years beginning after
December 15, 2005, however the adoption of SFAS No. 154 is not expected to have a material affect on SumTotal
Systems’ results of operations and financial condition.

In December 2004, the FASB issued FASB Staff Position (“FSP”) No. 109-1, Application of FASB Statement
No. 109, Accounting for Income Taxes, to the Tax Deduction on Qualified Production Activities Provided by the
American Jobs Creation Act of 2004 (“AJCA”’), which introduces a special 9% tax deduction on qualified
production activities. FSP No. 109-1 clarifies that this tax deduction should be accounted for as a special tax
deduction in accordance with SFAS No. 109. We will not be able to claim this tax benefit until the fourth quarter of
fiscal 2005. The adoption is not expected to have a material impact on our consolidated financial position, results of
operations or cash flows.
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In December 2004, the FASB issued FSP No. 109-2, Accounting and Disclosure Guidance for the Foreign
Earnings Repatriation Provision within the American Jobs Creations Act of 2004. The AJCA introduces a limited
time 85% dividends received deduction on the repatriation of certain foreign earnings to a U.S. taxpayer
(“repatriation provision™), provided certain criteria are met. FSP No. 109-2 provides accounting and disclosure
guidance for the repatriation provision. We have not completed our evaluation of the effects of the repatriation
provision and expect to complete the evaluation during the second half of 2005. The adoption is not expected to
have a material impact on our consolidated financial position, results of operations or cash flows.

In March 2004, the EITF reached a consensus on Issue No. 03-01, The Meaning of Other-Than-Temporary
Impairment and its Application to Certain Investments. EITF No. 03-01 provides guidance on other-than-temporary
impairment models for marketable debt and equity securities accounted for under SFAS No. 115, Accounting for
Certain Investments in Debt and Equity Securities, and SFAS No. 124, Accounting for Certain Investments Held by
Not-for-Profit Organizations, and non-marketable equity securities accounted for under the cost method. The EITF
developed a basic three-step model to evaluate whether an investment is other-than-temporarily impaired. On
September 30, 2004, the FASB approved the issuance of FASB Staff Position EITF No. 03-1-1, which delays the
effective date until additional guidance is issued for the application of the recognition and measurement provisions
of EITF No. 03-01 to investments in securities that are impaired. SumTotal Systems is currently evaluating the
potential impact of the adoption of EITF No. 03-01 on its results of operations, cash flows and financial condition.

Factors That May Affect Future Results of Operations

Set forth below and elsewhere in this report and in other documents we file with the SEC are risks and uncertainties
that could cause actual results to differ materially from the results contemplated by the forward-looking statements
contained in this report. All forward-looking statements included in this document are based on information
available to us on the date hereof. We assume no obligation to update any forward-looking statement.

We were delinquent in filing our 2004 Annual Report on Form 10-K and our Quarterly Report on Form 10-Q
for the first quarter of fiscal year 2005 and received notification from NASDAQ that our securities may be
delisted if NASDAQ determines we are not fully compliant with all of its listing requirements, which delisting
could materially and adversely affect the liquidity and trading price of our common stock.

On March 8, 2005 we announced that we had determined that we were unable to render an assessment on our
internal control over financial reporting as required by Section 404 of the Sarbanes-Oxley Act and as of that date we
decided to expand the scope of our internal control review, improve our existing documentation and conduct
additional testing, On March 17, 2005, we filed a Form 12(b)25 stating that we would not be able to file our Form
10-K for the year ended December 31, 2004. On April 5, 2005, we received notice from NASDAQ stating that we
were not in compliance with NASDAQ’s Marketplace Rule 4310(c)(14), and thus our securities were subject to
delisting because we had not yet filed our Report on Form 10-K for our fiscal year ended December 31, 2004. We
appealed this determination, and requested a hearing with a NASDAQ panel, the outcome of which was an
extension to August 1, 2005 to file our Annual Report on Form 10-K for fiscal year 2005 and our Quarterly Report
on Form 10-Q for the first quarter of fiscal year 2005. If NASDAQ determines that, after filing this Form 10-K and
Form 10-Q for the first quarter of fiscal year 2005, we are not in compliance with all requirements for continued
listing on NASDAQ, then our securities may be delisted from NASDAQ. If our securities are delisted from
NASDAQ, the liquidity and trading price of our common stock would be materially and adversely affected.

We have a history of losses, we expect future losses on a GAAP basis and we may never achieve GAAP
profitability.

We have not yet achieved profitability and may not do so. Even if we do achieve profitability, we may be
unable to sustain or increase profitability on a quarterly or annual basis. '

We expect to derive substantially all of our revenue from the licensing of our new business performance and
learning technology software family of products, the SumTotal 7.0 Series, as well as our legacy products, Aspen
Learning Management Server and Aspen Learning Content Management Server, Docent Learning Management
Server and Docent Learning Content Management System (“Legacy Products”) (SumTotal 7.0 Series and Legacy
Products are hereinafter collectively called, “SumTotal Systems Suite”), and related services, including without
limitation, maintenance, services and hosting. We do not expect these product offerings to be sufficient to achieve
GAAP profitability. Commencing at the end of the fourth quarter 2004 and beginning the first quarter 2005, we have
begun our transition from our Legacy Products to the SumTotal 7.0 Series, and services related to these offerings. If
we fail to generate adequate revenues from the SumTotal Systems Suite and related services, we will continue to
incur losses. In addition, in the future, we expect to continue to incur additional non-cash expenses relating to the
amortization of deferred compensation and purchased intangible assets that will contribute to our net losses. Further,
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starting with the first fiscal quarter of 2006, we will be required to charge the expense related to all stock options to
the statements of operations in accordance with SFAS No. 123R, Share Based Payments, which was issued by
FASB in December 2004 which will have the impact of increasing our reported GAAP losses. As a result of all of
the foregoing, we expect to incur losses on a GAAP basis for the foreseeable future, and may not, despite our
forecast, achieve profitability on an operational basis. Failure to meet or exceed our forecasts or industry analysts’
projections could cause the price of our common stock to decline.

Our products in general, and our newly released product and its updates, the SumTotal 7.0 Series, contain
defects, bugs and errors, known and unknown (collectively, “Defects”) and, if the Defects are material and we
cannot fix such material Defects in a timely fashion, we may need to halt further sales or shipments of our
products, delay introduction of new products, and/or experience warranty claims.

Our product offerings, both current and future, like all software programs generally, are complex and often
contain unknown and undetected errors or performance problems despite internal and third party testing. New
product offerings contain new features and functionality which result in a greater likelihood of Defects. Many
serious Defects are frequently found during the period immediately following introduction and initial shipment of
new products or enhancements to existing products. Although we attempted to discover and resolve all Defects in
our new product line that we believed would be considered serious by our customers before shipment to them,
SumTotal 7.0 Series is not error-free and some customers have notified us that they consider some of the Defects in
the SumTotal 7.0 Series to be serious. Nonetheless, we have to date, been able to address, or are addressing, such
concerns through professional services or maintenance, although we cannot assure you that we will always be able
to do so. The Defects, some of which were unknown to us, some that may yet to be discovered, and others that may
manifest themselves in future releases of our product, could cause performance problems and result in material
adverse financial consequences, including without limitation, delay in recognizing, declining or lost revenues, delay
in customer acceptance, warranty claims, refund requests, or litigation claims for breach of contract or other claims.

We offer warranties for product and services to our customers. Although we have not experienced any
material warranty claims and our historical return experiences have not been significant, past experience may not be
indicative of increased future claims and returns. In addition, although our agreements contain provisions designed
to limit our exposure to potential liability claims, these provisions could be invalidated by unfavorable judicial
decisions, or by federal, state, local or foreign laws or regulations, requiring us to incur significant expense or pay
substantial damages. Any of the above consequences could have a material adverse impact on our financial
condition, results of operations, our reputation, or the market value of our common stock.

We may fail to successfully deploy SumTotal 7.0 Series on a timely basis, and we may suffer unexpected
problems and delays in upgrades from our Legacy Products to SumTotal 7.0 Series, including delays caused
by lack of resources in our professional services group.

SumTotal 7.0 Series, our new product, has required, and will continue to require, the expenditure of
significant resources from all areas of our Company. In order to successfully market and sell the product, we must
ensure broad-based cooperation and coordination from multiple departments, including engineering and marketing,
and from multiple geographic regions, including Bellevue, Washington, Mountain View, California, and Hyderabad,
India. Our professional services group is new at deploying SumTotal 7.0 Series, and, although we believe we have
made deployment timeframe estimations accurately, including estimates for upgrading our existing customer base
from our Legacy Products to SumTotal 7.0 Series, there is no assurance that our operations group will be able to
deploy SumTotal 7.0 Series in accordance with our estimates. These failures may cause us to delay recognizing
revenue and customers to delay or cancel purchasing decisions, thereby causing a decline in the price of our
common stock.

Any acquisition we make could disrupt our business and harm our financial condition if we are not able to
successfully integrate acquired businesses and technologies or if expected benefits of the combination do not
materialize.

We have made, and may continue to make, acquisitions and investments in order to enhance our business.
These type of transactions, if consummated, may potentially dilute our existing stockholders’ percentage ownership
or decrease our cash balance. In addition, some of our results may be negatively impacted due to certain purchase
accounting rules that will result in a write-down of deferred revenue and other purchase accounting adjustments.
Additionally, we may need to restructure our business in order to achieve anticipated synergies. These actions may
result in restructuring charges, and, in addition, may cause uncertainty amongst our employees, which may result in
the departure of certain key employees. Further, the failure to effectively manage the acquisition and integration of
an acquired company could potentially disrupt our business and harm our financial results.
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Acquisitiens involve numerous risks, including problems combining the purchased operations, technologies or
products, unanticipated costs, diversion of management’s attention from our core business, adverse effects on
existing business relationships with suppliers and customers, risks associated with entering markets in which we
have no or limited prior experience and potential loss of key employees. There can be no assurance that we will be
able to successfully integrate any businesses, products, technologies or personnel that we might acquire.

The integration of businesses that we have acquired into our business has been and will continue to be a
complex, time consuming and expensive process. Failure to operate as a combined organization utilizing common
information and communication systems, operating procedures, financial controls and procedures and human
resources practices could adversely impact the success of any business combination. As a result of these activities,
we may lose opportunities and employees, which could disrupt our business and harm our financial results.

Our quarterly operating results are uncertain and may fluctuate significantly, which could negatively affect
the value of your investment.

We have experienced substantial fluctuations in operating results, on a quarterly and annual basis and expect
these fluctuations will continue in the future. Our operating results will be affected by a number of factors,
including, but not limited to:

+ the size and timing of product orders and the timing and execution of professional services engagements
for SumTotal 7.0 Series and the Legacy Products;

» the mix of revenue from products and services;

« the ability to meet client project milestones;

» the market acceptance of our products and services, especially SumTotal 7.0 Series and related services;
»  increased costs and efforts in connection with compliance with Section 404 of the Sarbanes-Oxley Act;
« the timing of revenue and expense recognition;

»  the overall movement toward industry consolidation among both our competitors and our customers;

+  recognition of impairment of existing assets; and

*  how well we execute on our strategy and operating plans.

Our future revenue is difficult to predict and we may not be able to adjust spending in response to revenue
shortfalls. Our limited operating history with our current business performance and learning management solutions
and the rapidly evolving nature of the business performance and learning management market make prediction of
future revenue and expenses difficult. Expense levels are based, in part, on expectations as to future revenue and
largely are fixed in the short-term. Other expenses, as a result of changes in the law or otherwise, such as expenses
related to litigation or compliance with Sarbanes-Oxley Section 404, may also increase and cause us to fall short of
our forecasts. If we are unable to predict future revenue accurately, we may be unable to adjust spending in a timely
manner to compensate for any unexpected revenue shortfall, and may therefore fall short of our forecasts. Failure to
meet our forecasts or industry analysts’ expectations would likely cause a decline in the price of our common stock.

Our stock price has been and may continue to be volatile.

The trading price of our common stock has been and is likely to continue to be highly volatile. Our stock price
1s subject to continued fluctuations in response to a number of factors, including:

+  actual or anticipated variations in quarterly operating results;
+ changes in financial estimates or recommendations by securities analysts;

«  compliance with Sarbanes-Oxley and, in particular, Section 404, including without limitation, the cost of
identifying and remedying significant deficiencies and material weaknesses in our internal controls;

»  conditions or trends in business performance and learning management markets;

* announcements by us or our competitors of significant customer wins, technological innovations, new
products or services;
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«  failure to accurately forecast sales of our software product, especially since we are reliant on the sales of a
small number of relatively large orders;

+  announcements by us or our competitors of significant acquisitions, strategic partnerships, joint ventures
or capital commitments;

+  the seasonal fluctuations of our customers’ buying decisions;
» additions or departures of key personnel;

+  sales of our common stock; and

- general market conditions.

The stock market in general, and the market for enterprise software and technology companies in particular,
recently has experienced extreme price and volume fluctuations that have been unrelated or disproportionate to the
operatmg performance of many of the affected companies. These broad market and industry factors may depress our
stock price, regardless of our operating performance.

If our operating results were to be below the expectations of public market analysts and investors, the market
price of our common stock would likely decrease significantly. Fluctuations in the price and trading volume of our
common stock may prevent stockholders from reselling their shares above the price at which they purchased their
shares.

In the past, companies that have experienced volatility in the market price of their stock have been subject to
securities class action litigation. We may be the target of this type of litigation in the future. Securities litigation, like
other litigation against us could result in substantial costs, negative publicity and divert our management’s attention,
which could seriously harm our business and stock price.

Our recent stock performance may impair the carrying value of our goodwill and intangible assets.

Our common stock has declined from $8.00 per share on the first trading day following March 18, 2004 when
the acquisition of Docent was completed, to $4.45 per share on July 22, 2003, providing us a total market
capitalization of approximately $93.1 million. The carrying value of our goodwill and intangible assets on December
31, 2004 was $27.7 million and $9.5 million, respectively. A further sustained decline in our stock price could
trigger impairment of the carrying values of our goodwill and intangible assets and cause us to record an impairment
charge to reduce the value of these assets to reflect their estimated fair values in future quarters.

‘We may be unable to successfully manage the product transition to SumTotal 7.0 Series and/or subsequent
releases.

We introduced SumTotal 7.0 in late December 2004, SumTotal 7.1 in April 2005, and plan to launch
subsequent product releases over the next year. We face numerous risks relating to product transitions, including
customers delaying their purchasing decision until they have confidence in our new product and until we have
proven we can successfully install and implement SumTotal 7.0 Series. Due to the product transition, we may be
unable to accurately forecast revenue from product sales and related services, the number and severity of Defects
and increased support requirements due to the complexity of the new product. If we fail to successfully manage the
transition to this new product offering, our business and financial results may be adversely affected, which may
cause a decline in the price of our common stock.

Sales cycles are lengthy, requiring considerable additional investment with no assurance of generating
revenue from our efforts.

The period between our initial contact with a potential customer and a customer’s purchase of our products
and services is lengthy, is getting longer, and often extends over several fiscal quarters or a fiscal year. To sell our
products and services successfully, we generally must educate our potential customers regarding the use and benefits
of our products and services, which typically requires significant time, capital and other resources. The delay or
failure to complete sales in a particular quarter could reduce our revenue in that quarter, as well as subsequent
quarters over which revenue for the sale would likely be recognized. If the sales cycle unexpectedly lengthens in
general or for one or more large orders, it would negatively affect the timing of our revenue, and our revenue growth
would be harmed. Many of our potential customers are large enterprises that generally take longer than smaller
organizations to make significant business decisions. In addition, although we must expend and allocate resources
prior to completing a sales transaction, we may never generate any revenue from these activities,
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Moreover, our revenue will be subject to fluctuation as a result of general economic conditions and overall
spending in the technology and enterprise software sectors. A weakening economy could result in organizations
further delaying, canceling, or reducing capital expenditures generally and spending on enterprise software
applications in particular. A significant portion of our revenue is derived from the sale of products and services to
large companies or government agencies, which historically have reduced their expenditures for enterprise software
applications during economic downturns.

There are inherent limitations on the effectiveness of our internal controls and procedures that could impact
our financial reporting and result in us failing to meet our financial projections.

Our management, including, without limitation, our Chief Executive Officer and Chief Financial Officer, does
not expect that our internal controls and procedures will prevent all errors and all fraud. A control system, no matter
how well conceived or operated, can provide only reasonable, not absolute, assurance that the objectives of the
control system are met. The design of our control system reflects the fact that there are resource constraints. Further,
the benefits of such controls were considered relative to their costs, and the Company, based on its size, has had to
make decisions not to establish and implement certain controls and procedures we may otherwise have established,
because of the cost. Because of the inherent limitations of all control systems, no evaluation of controls can provide
absolute assurance that all control issues and instances of fraud, if any, within the Company have been detected.
These inherent limitations include the realities that judgments in decision-making can be faulty, and that
breakdowns can occur because of simple error or mistake. Additionally, controls and procedures can be
circumvented by the individual acts of some persons, by collusion of two or more people, or by management
override of a control or procedure. The design of any system of controls and procedures is also based in part on
certain assumptions about the likelihood of future events and there can be no assurance that any design will succeed
in achieving its stated goals under all potential future conditions. Because of the inherent limitations in a cost-
effective control system, misstatements due to error or fraud may occur and not be detected. In such event, we may
not be able to recognize revenue we thought we could; we may not be able to meet our forecasts or industry
analysts’ projections; or we may be the subject of litigation, each of which would likely result in a decline in the
price of our common stock.

Standards for compliance with Section 404 of the Sarbanes-Oxley Act of 2002 are burdensome and uncertain,
and if we fail to comply in a timely manner, our business could be harmed and our stock price could decline.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, our management is required to report on, and our
independent auditors to attest to, the effectiveness of our internal controls over financial reporting. The rules
governing the standards that must be met for management to assess our internal controls over financial reporting are
new and complex, and require significant documentation, testing and possible remediation. The process of
reviewing, documenting and testing our internal controls over financial reporting will likely continue to result in
increased expenses and the devotion of significant management and other internal resources. As we have in
connection with 2004, we may encounter problems or delays in completing the implementation of any changes
necessary to make a favorable assessment of our internal controls over financial reporting. During this process, if we
are unable to effectively remediate our material weaknesses, or if our management identifies one or more material
weaknesses in our internal control over financial reporting, we will be unable to assert such internal control is
effective.

Section 404 compliance is relatively new, and we were not able to comply with the requirements of Section
404 for fiscal year 2004 on a timely basis. We have numerous material weaknesses, and have extensive remediation
plans and requirements, not all of which have been developed, or, if developed, implemented. There is no assurance
that our remediation plans, both those developed, as well as those yet to be developed, will effectively address the
material weaknesses, or that such changes in our control procedures will not create other material weaknesses. If our
management is unable to assert that our internal control over financial reporting is effective (or if our auditors are
unable to attest that our management report is fairly stated or they are unable to express an opinion on the
effectiveness of our internal controls) we may not be able to timely file, or file at all, our periodic financial reports,
and thus we will be subject to delisting. Even if we are able to file such reports, investor confidence in the accuracy
and completeness of our financial reports may be lost, and this would have an adverse effect on the price of our
common stock.

Recently enacted and proposed changes in securities laws and regulations have increased, and are likely to
continue to increase, our expenses.

Recently enacted and proposed changes in the laws and regulations affecting public companies, including the
provisions of the Sarbanes-Oxley Act of 2002, have increased, and will continue to increase, our expenses as we
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devote resources to respond to the new requirements. The Sarbanes-Oxley Act mandates, among other things, that
companies adopt new corporate governance measures, and it imposes comprehensive reporting and disclosure
requirements; sets stricter independence and financial expertise standards for audit committee members; and
imposes increased civil and criminal penalties for companies, their chief executive officers, chief financial officers
and directors for securities law violations. In particular, we have incurred, and will continue to incur, additional
administrative expense as we implement Sarbanes-Oxley Section 404, which requires management to report on, and
our independent registered public accounting firm to attest to, our internal controls. In addition, the NASDAQ
National Market, on which our common stock is listed, has also adopted comprehensive rules and regulations
relating to corporate governance. These laws, rules and regulations have increased and will continue to increase the
scope, complexity and cost of our corporate governance, reporting and disclosure practices, which could harm our
results of operations and divert management’s attention from business operations. We also expect these
developments to make it more difficult and more expensive for us to obtain director and officer liability insurance in
the future, and we may be required to accept reduced coverage or incur substantially higher costs to obtain coverage.
Further, our directors and executive officers could face an increased risk of personal liability in connection with the
performance of their duties. As a result, we may have difficultly attracting and retaining qualified directors and
executive officers, which could adversely affect our business.

Our business may not generate the cash needed to finance our operations or growth, and for that and other
reasons we may need additional financing in the future, which we may be unable to ebtain.

If our business does not generate the cash needed to finance our operations or growth, including potential
business acquisitions, we may need to obtain additional financing or take steps to restrict our operations in order to
conserve existing cash. In addition, poor financial results or unanticipated expenses could give rise to additional
financing requirements. We may be unable to obtain financing on terms favorabie to us, or at all. If we need to
obtain financing and adequate funds are not available or are not available on acceptable terms, we may be required
to make further expense reductions, which could significantly restrict our operations and limit our ability to enhance
our products, fund expansion, respond to competitive pressures or take advantage of business opportunities.

Acquisitions or investments may drain capital and equity resources, divert management’s attention or
otherwise harm our business.

In the future we may acquire or make investments in other businesses, products or technologies. Such
acquisitions or investments may require that we pay significant cash, issue stock or incur substantial debt. Such
acquisitions or investments may result in the loss of key personnel and the dilution of existing stockholders as a
result of issuing equity securities. In addition, such acquisitions or investments may require significant managerial
attention, which may be diverted from our other operations. These capital, equity and managerial commitments may
impair the operation of our business. Furthermore, acquired businesses may not be effectively integrated, may be
unable to maintain key pre-acquisition business relationships, may contribute to increased fixed costs and may
expose us to unanticipated liabilities. Acquisitions and mergers of high-technology companies are inherently risky,
and no assurance can be given that future acquisitions, if any, will be successful and will not materially adversely
affect our business, operating results or operating condition.

Our revenue may grow more slowly than we previously forecasted.

If our revenue does not increase at or above the rate we have forecasted or the financial analysts expect, the
price of our common stock may decline. Our future growth rates will depend on general economic conditions and on
our ability to expand sales of our existing products and develop and market new products, which will require
significant expenses that we may not have sufficient resources to undertake.

We have a limited operating history on which to evaluate our current business and future prospects. The lack
of any operating history with the SumTotal 7.0 Series makes it difficult to predict our future performance and may
not provide investors with a meaningful basis for evaluating an investment in our common stock.

Implementation of SFAS No. 123R, Share-Based Payment in the first fiscal quarter of 2006 will negatively
impact our operating results.

We are currently required to record stock-based compensation charges only if the employee’s stock option
exercise price is less than the deemed fair value of our common stock at the grant or measurement date, and in such
event, we would record a charge only for the difference between the grant price and the deemed fair value.
However, in December 2004, the FASB issued SFAS No. 123R, Share-Based Payment, that addresses the
accounting for share-based payment transactions in which an enterprise receives employee services in exchange for
either equity instruments of the enterprise or liabilities that are based on the fair value of the enterprise’s equity
instruments or that may be settled by the issuance of such equity instruments. The statement eliminates the ability to
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account for share-based compensation transactions using the intrinsic value method as prescribed by APB No. 25,
Accounting for Stock Issued to Employees, and generally requires that such transactions be accounted for using a
fair-value-based method and recognized as expenses in our consolidated statement of operations. The statement
requires companies to assess the most appropriate model to calculate the value of the options. We currently use the
Black-Scholes option pricing model to value options and are currently assessing which model we may use in the
future under the statement and may deem an alternative model to be the most appropriate. The use of a different
model to value options may result in a different fair value than the use of the Black-Scholes option pricing model. In
addition, there are a number of other requirements under the new standard that will result in differing accounting
treatment than currently required. These differences include, but are not limited to, the accounting for the tax benefit
on employee stock options and for stock issued under our ESPP. In addition to the appropriate fair value model to be
used for valuing share-based payments, we will also be required to determine the transition method to be used at
date of adoption. The allowed transition methods include prospective and retroactive adoption options. Under the
retroactive options, prior periods may be restated either as of the beginning of the year of adoption or for all periods
presented. The prospective method requires that compensation expense be recorded for all unvested stock options
and restricted stock at the beginning of the first quarter of adoption of SFAS No. 123R, while the retroactive
methods would record compensation expense for all unvested stock options and restricted stock beginning with the
first period restated. The effective date of the new standard for our consolidated financial statements is the first fiscal
quarter of 2006.

Upon adoption, this statement will have a significant impact on our consolidated financial statements as we
will be required to expense the fair value of our stock option grants and stock purchases under the ESPP rather than
disclose the impact on our consolidated net loss within the footnotes as is our current practice found in Note 2
“Summary of Significant Accounting Policies” in the Notes to the Consolidated Financial Statements. The amounts
disclosed within the footnotes are not necessarily indicative of the amounts that will be expensed upon the adoption
of SFAS No. 123R. Compensation expense calculated under SFAS No. 123R may differ from amounts currently
disclosed within the footnotes based on changes in the fair value of our common stock, changes in the number of
options granted or the terms of such options, the treatment of tax benefits and changes in interest rates or other
factors. In addition, upon adoption of SFAS No. 123R, we may choose to use a different valuation model to value
the compensation expense associated with employee stock options.

On May 31, 2005, our Board of Directors approved the acceleration of vesting of certain unvested and “out-
of-the-money” stock options with exercise prices equal to or greater than $5.60 per share previously awarded to our
employees, including our Section 16 officers, under each of our equity compensation plans. This approval was based
on a recommendation of the Compensation Committee of the Board of Directors, which consists entirely of
independent directors, and reflects an approximate 10% premium over the average closing price of our common
stock over the ninety-day period prior to its determination. The acceleration of vesting was effective for stock
options outstanding as of May 20, 2005. Options to purchase approximately 1.6 million shares of common stock, or
64% of our outstanding unvested options, 446,000 of which are held by Section 16 Officers, will become
exercisable upon our compliance with NASDAQ and SEC rules.

The purpose of the acceleration is to enable us to avoid recognizing the future compensation expense
associated with the adoption of SFAS No. 123R, Share-Based Payment. SFAS No. 123R, when effective, will
require all share-based payments to employees, including granting of employee stock options, to be recognized as
compensation expense on our consolidated statement of operations, rather than as a disclosure in the Notes to the
Consolidated Financial Statements, based on their fair values. SFAS No. 123R will become effective to us beginning
in the first quarter of fiscal year 2006. The pre-tax charge to be avoided amounts to approximately $7.0 million over
the course of the remainder of the original vesting periods, which, on average, is approximately 1.9 years from
January 1, 2006. The acceleration of the vesting of these options did not result in a charge based on generally
accepted accounting principles because there was not a modification of the option grants. We also believe that
because the options to be accelerated have exercise prices in excess of the current market value of the our common
stock, the options have limited economic value and are not fully achieving their original objective of incentive
compensation and employee retention. However, as a result of the acceleration, we will lose the retention value of
the unvested options, and as a result, certain key employees may leave.

We face intense competition from other business performance and learning management software providers
including Saba Software, Inc., Plateau Systems Ltd., International Business Machines Corporation and
Pathlore Software Corporation, as well as other enterprise software vendors such as SAP AG, Oracle
Corporation and Siebel Systems, Inc., and we may be unable to compete successfully.

The business performance and learning management software market is highly fragmented and competitive,
with no single company accounting for a dominant share of the market. Our competitors vary in size, scope and the
breadth of products and services offered. We will face competition from:
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»  other developers of business performance and learning technology systems;

*  providers of other business performance and learning technology solutions;

+  large professional consulting firms and in-house information technology departments; and
+ developers of Web authoring tools.

There are relatively low barriers to entry in the business performance and learning technology market, and
new competitors may enter this market in the future. Increased competition may result in price reductions, reduced
gross margins or loss of market share.

~ Our principal competitors are Saba Software, Inc., Plateau Systems Ltd., International Business Machines
Corporation, Pathlore Software Corporation, SAP AG, Oracle Corporation and Siebel Systemns, Inc.

We may lose business, as well as market share, due to increased competition. In particular, vendors of other
enterprise software applications such as enterprise resource planning, human resource management or customer
relationship management have begun to offer learning delivery and management functionality to extend their current
product lines. Although these vendors’ offerings may not offer the same functionality as our products, bundling
these offerings with the remainder of their solutions could diminish our ability to sell our products and services to
their customers or other prospects. Announcements by these companies of future products could delay purchasing
decisions by their customers and our prospects. Either diminished sales or delayed purchases could adversely affect
our business.

Certain of our existing and potential competitors have longer operating histories and significantly greater
financial, technical, marketing and other resources and therefore may be able to respond more quickly to new or
changing opportunities, technologies, standards and customer requirements or to compete more aggressively on
pricing. Price competition would likely result in reduced gross margins and may prevent our products from yielding
results sufficient for our business to succeed.

Strategic relationships are important in expanding the distribution reach of companies in the business
performance and learning technology market. If competitors establish strategic relationships to resell or distribute
their products through their strategic partners, our ability to market and sell products and services successfully may
be substantially diminished. In addition, the existence or announcement of strategic relationships involving
competitors could adversely affect our ability to attract and retain customers.

Industry consolidation may lead to increased competition and may harm our operating results.

There has been a trend toward industry consolidation in the software market for several years. We expect this
trend to continue as companies attempt to strengthen or hold their market positions in an evolving industry and as
companies are acquired or are unable to continue operations. We believe that industry consolidation may result in
stronger competitors that are better able to compete as sole-source vendors for customers. This could lead to more
variability in operating results and could have a material adverse effect on our business, operating results, and
financial condition. Furthermore, rapid consolidation may lead to fewer customers, with the effect that loss of major
customers could have a material impact on results not anticipated in a customer marketplace composed of more
numerous participants.

A substantial amount of our engineering activities are based in Hyderabad, India and are subject to
contingencies and delays that aren’t typically experienced with stateside engineering efforts, and our Indian
office, along with our Washington office, must be well integrated.

We have an increasing reliance on our engineering operations in Hyderabad, India to enable us to complete
customer implementation projects and new releases of our products on time and within our established budgets.
Should our operations in Hyderabad be disrupted for any significant period of time, it could prevent us from
completing customer implementations or new releases of our product offerings in a timely manner, which could
cause our business to suffer.

Our efforts in Hyderabad and elsewhere abroad are subject to a number of risks inherent in international
operations, including:
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+ diversion of management attention;

« difficulties and costs of recruiting and retaining qualified engineers and other personnel in our foreign
offices;

+  different learning styles and cultures;

» intense and increasing competition from other technology companies with regard to hiring and retaining
qualified personnel

*  increasing growth and development of the technology market in India generally, and in Hyderabad
specifically; increasing competition and costs of hiring and retaining qualified personnel;

*  numerous and potentiaily conflicting regulatory requiremehts;
+  export controls, import tariffs and other barriers to trade;

»  changes in laws or governmental policies;

» reduced protection of intellectual property rights;

»  regional political and economic instability; and

« fluctuations in currency exchange rates.

If our Indian or other overseas operations fail, for any reason, to provide adequate and timely product
enhancements, updates and fixes to us, our ability to fix Defects in our SumTotal 7.0 Series, our ability to develop
new versions of-our SumTotal 7.0 Series, and our ability to respond to customer or competitive demands would be
harmed and we would lose sales opportunities and customers.

In addition, we plan to have our engineering efforts based primarily out of two offices — Bellevue, Washington
and Hyderabad, India. If we fail to successfully staff either of these offices, or fail to ensure that these two offices
work together, then we may experience delays in fixing Defects in SumTotal 7.0 Series or in developing and
releasing future versions of our product. In such event, our business and financial results may be adversely impacted
and could resultiin a decline in the price of our common stock.

We are facing significant resource constraints in our professional services group.

The revenue from our professional services group is growing, and is becoming an increasing percentage of our
total revenue. For instance, in fiscal year 2004, professional services consulting revenue was approximately 23% of
our overall revenue. At times, the demand for our professional services exceeds our available resources. Even if we
are successful in fecruiting additional professional services personnel, which we cannot guarantee we will be, it will
take time for the new personnel to become familiar with our products and to integrate into our Company. As such,
we may not be able to meet customer demands, thereby causing potential delays in, or adverse decisions in,
purchasing decisions or upgrade challenges, causing customer dissatisfaction and potential warranty or breach of
contract claims. Each of these may result in a decline in revenue and/or stock price.

The business performance and learning management software market may not grow to a sufficient size or at
a sufficient rate ito sustain our business.

Corporate training and education historically have been conducted primarily through classroom instruction.
Although technology-based training applications have been available for many years, they currently account for only
a small portion of the overall corporate learning market. Accordingly, our success will depend on the extent to
which companies implement business performance and learning management software solutions for the design,
development, delivery and management of their corporate learning needs.

Many companies that have already invested substantial resources in traditional training methods may be
reluctant to adopt a new strategy that may limit or compete with their existing investments. Even if companies
implement business performance and learning management software solutions, they may still choose to develop
such solutions internally. If the use of business performance and learning management software does not become
widespread or if companies choose to develop such software internally rather than acquiring it from third parties,
then our business performance and learning management software may not be commercially successful.
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We outsource some of the management and maintenance of our hosted and ASP solutions to third parties and
will depend on them to provide adequate management and maintenance services.

We rely on third parties to provide key components of our networks and systems. For instance, we rely on
third party Internet service providers to host our SumTotal Systems Suite for customers who desire to have these
solutions hosted. We also rely on third party communications service providers for the high-speed connections that
link our and our Intemnet service providers’ Web servers and office systems to the Internet. Any Internet or
communications systems failure or interruption could result in disruption of our service or loss or compromise of
customer orders and data. These failures, especially if they are prolonged or repeated, would make our services less
attractive to customers, may subject us to customer liability, or may tarnish our reputation, thereby causing a
decrease in our revenue and an accompanying decline in the price of our common stock.

We face risks encountered in rapidly evolving markets and may be unsuccessful in addressing these risks.

We face risks frequently encountered in rapidly evolving markets. Specific risks we face relate to the demand
for and market acceptance of our business performance and learning technology solutions including the risk that our
new product suite, the SumTotal 7.0 Series, just recently introduced to the market, will fail to achieve market
acceptance. We may fail to adequately address these risks, and therefore our business may suffer. To address these
risks, we must:

+ effectively market our business performance and learning technology software to new and existing
customers;

*  continue to enhance the technology upon which our business performance and learning technology
software is based;

»  successfully implement our business performance and learning technology software for our customers
and generate continuing revenue from those customers; and

+ address and establish new technologies and technology standards.

International operations may impose substantial burdens on our resources, divert management’s attention or
otherwise harm our business.

We rely on independent partners in many foreign countries to help conduct our international operations and
sales and marketing efforts. Our success in international markets consequently will depend to a large degree on the
success of these independent partners, over which we have little control. If they are unwilling or unable to dedicate
sufficient resources to our relationships, our international operations will suffer. The operations of these partners are
based outside the U.S. and therefore subject to risks distinct from those that face U.S.-based operations.

Conducting business outside of the U.S. is subject to certain risks, including:

«  military action or political upheaval in the host countries could force these partners to terminate the
services they are providing to us or to close their operations entirely;

¢ social unrest or disturbances;

»  the burden of complying with a variety of foreign laws;

* language barriers;

+  longer payment cycles and greater difficulty in collecting accounts receivable;
+ reduced protection of intellectual property rights;

+ fluctuating exchange rates; and

*  price controls and other restrictions on foreign currency.

In addition, based on our limited history of working with these partners, we cannot be sure that our cost
estimates will prove correct. Unanticipated increases in our operating expenses in any given quarter would increase
our net losses and could require us to obtain additional financing sooner than expected.

39




Econemic, political and market conditions can adversely affect our revenue growth.

There are increasing signs of an improving economic environment. However, it may be too early to determine
whether an economic recovery will be broad, substantial and sustained, and whether any such recovery would
translate to sustained higher levels of information technology spending. If demand for our software and related
services does not continue to strengthen, our revenue growth rates for new software licenses and, to a lesser extent,
our revenue growth rates for software license updates and professional services will be adversely affected. In
addition, the war on terrorism and the potential for other hostilities in various parts of the world continue to
contribute to a climate of economic and political uncertainty that could adversely affect our revenue growth and
results.

Although our business depends materially on the condition of domestic and foreign economies, our
management has no competitive advantage in forecasting macroeconomic trends and developments relating to these
general business conditions. Our management is, however, required to make forecasts in order to develop budgets,
plan research and development strategies and perform a wide variety of general management functions. To the
extent that our forecasts are in error, because we are either overly optimistic or overly pessimistic about the
performance of an economy, our performance can suffer because of a failure to properly match corporate strategy
with economic conditions.

International laws and regulations may expose us to potential costs and litigation.

Our international operations increase our exposure to international laws and regulations. If we cannot comply
with foreign laws and regulations, which are often complex and subject to variation and unexpected changes, we
could incur unexpected costs and potential litigation. For example, the governments of foreign countries might
attempt to regulate our products and services or levy sales or other taxes relating to our activities. In addition,
foreign countries may impose tariffs, duties, price controls or other restrictions on foreign currencies or trade
barriers, any of which could make it more difficult and costly for us to conduct our business.

We will need to expand sales through distributors, alliance partners, value-added resellers and systems
integrators in order to develop our business and increase revenue.

We expect to increasingly rely on distributors, alliance partners, value-added resellers, and systems integrators
for the distribution and sale of our branded products globally. Our strategy contemplates the expansion of our
distributor and reseller network both domestically and internationally. Our future success will depend in part on our
ability to attract, train and motivate new distributors and resellers and expand our relationships with current
distributors and resellers. We may not be successful in expanding our distributor and reseller relationships, and our
sales would suffer as a result. Further, we will be required to invest significant additional resources in order to
expand these relationships, and the cost of this investment may exceed the margins generated from this investment.

The loss of the services of our senior executives and key personnel would likely cause our business to suffer.

Our success depends to a significant degree on the performance of the senior management team and other key
employees. The loss of any of these individuals could harm our business. We do not have employment agreements
with our executives or with any other key employee, and we do not maintain key person life insurance for any
officer or key employee.

Our success also depends on our ability to attract, integrate, motivate and retain highly skilled technical, sales
and marketing and professional services personnel. Competition for qualified personnel in the software industry,
particularly engineering and other technical personnel, is intense and there can be no assurance that we will be able
to attract and retain highly skilled employees in sufficient numbers to sustain our current business or to support
future growth.

Our lack of product diversification, and our reliance on the SumTotal Systems Suite, means that any decline
in price or demand for our products and services would seriously harm our business.

Our SumTotal Systems Suite and our new product, SumTotal 7.0 Series and successor products and related
services are expected to account for a significant majority of our revenue for the foreseeable future. Consequently, a
decline in the price of, or demand for, the SumTotal Systems Suite and successor products or services, or their
failure to achieve broad market acceptance, would seriously harm our business and would likely result in the decline
of our common stock.
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We may not be able to adapt to rapidly changing technology and evolving industry standards and if, as a
result, our products become obsolete or there is a delay in meeting our customer needs, we would lose market
share.

The business performance and learning management software market is characterized by rapidly changing
technologies, frequent new product and service introductions, short development cycles and evolving industry
standards. The introduction of new products and services embodying new technologies and the emergence of new
industry standards may render our products and services obsolete. Our success depends on our ability to adapt to a
rapidly changing landscape and to offer new products and services to address our customers’ changing demands. We
may experience difficulties that delay or prevent the successful design, development, introduction or marketing of
our products and services. To the extent we in fact experience such delays, we may experience difficulty in
attracting new customers and may lose existing customers.

Rapid change will require us to manage the size of our employee base, particularly our direct sales force and
global support staff.

The majority of our expenses are personnel-related costs such as employee compensation and benefits, along
with the cost of the infrastructure (occupancy and equipment) to support our employee base. The failure to adjust
our employee base, particularly our direct sales force and technical and global services staff, to the appropriate level
to support our revenues could materially and adversely affect our business, operating results and financial condition.
In addition, expanding the distribution of our products may place new and increased demands on our direct sales
force and technical and sales support staff. Although we believe that we currently are investing sufficient resources
in our direct sales force and our technical and global services staff, there are only a limited number of qualified
personnel in these areas. Our ability to achieve expanded distribution and revenue growth in the future will depend,
in part, on our success in retaining and in recruiting and training sufficient direct sales, technical and global services
personnel. We may not be able to expand our direct sales force and technical support staff as necessary to support
our operations and maintain or increase our market share.

We face the risk of liability for failures to meet unique customer requirements, and the risk of cost overruns
on fixed-price projects.

The failure or inability to meet a customer’s unique expectations or requirements for our products or in the
performance of services could impair our reputation or result in a claim for damages, regardless of our responsibility
for the failure. Although generally we attempt to contractually limit our liability for damages arising from Defects
and other mistakes in rendering professional services, these contractual protections are not always obtained and may
not be enforced or otherwise may not protect us from liability. Our insurance may not be sufficient to cover these
claims or may not even cover these claims. In addition, some of our professional services projects are performed on
a fixed-price basis rather than on a time and materials basis. If we do not complete fixed-price engagements within
budget, on time and to clients’ satisfaction, we bear the risk of cost overruns.

Market acceptance of new platforms and operating environments may require us to undergo the expense of
developing and maintaining compatible product lines.

Although our software products can be licensed for use with a variety of popular industry standard relational
database management system platforms, there may be existing or future platforms that achieve popularity in the
marketplace which may not be architecturally compatible with our software product design. Moreover, existing or
future user interfaces that achieve popularity within the business application marketplace may or may not be
architecturally compatible with our current software product design. Developing and maintaining consistent
software product performance characteristics across all of these combinations could place a significant strain on our
resources and software product release schedules, which could adversely affect revenue and results of operations. To
maintain software performance across accepted platforms and operating environments, to achieve market acceptance
of those that we support, or to adapt to popular new ones, our expenses may increase and our sales and revenues
may be adversely affected.

Our disaster recovery plan does not include redundant back-up computer systems, and a disaster could
severely damage our operations.

Our disaster recovery plan does not include redundant back-up computer systems at an alternate site. A
disaster could severely harm our business because our computer systems could be interrupted for an indeterminate
length of time. Our operations depend on our ability to maintain and protect the computer systems needed for our
day-to-day operations. A number of these computer systems are located in Silicon Valley on or near known
earthquake fault zones and flood plains. Although these systems are designed to be fault tolerant, they are vulnerable
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to damage from fire, floods, earthquakes, power loss, telecommunications failures and other events. Any damage to
our facility could lead to interruptions in the services we provide to our customers and loss of customer information,
and could substantially if not totally impair our ability to operate our business. The business interruption insurance
we maintain may not be adequate to cover our losses resulting from disasters or other business interruptions.

Terrorism and the declaration of war by the U.S. against terrorism and other possible U.S. military actions
may adversely affect our business.

The terronist attacks that took place in the U.S. on September 11, 2001, the potential for future terrorist attacks
in the U.S., the declaration of war by the U.S. against terrorism, the terrorist attack in the UK. on July 7, 2005, the
military actions in Afghanistan and Iraq and other existing and possible U.S. military actions have created
significant instability and uncertainty in the world which may continue to have a material adverse effect on world
financial markets, including financial markets in the U.S. In addition, such adverse political events may have an
adverse impact on economic conditions in the U.S. Unfavorable economic conditions in the U.S. may have an
adverse effect on our business operations including, but not limited to, our ability to expand the market for our
products, obtain financing as needed, enter into strategic relationships and effectively compete in the business
performance and leaming management market.

Security and privacy breaches could subject us to litigation and liability.

We host certain of our customers’ business performance and learning management software implementations
and provide access to that software using the Internet. Computer viruses could be introduced into our systems or
those of our customers, which could disrupt the operation of our hosting systems or make them inaccessible to users.
We depend on Internet service providers and telecommunications companies and the efficient operation of their
computer networks and other computer equipment to enable customers to access and use hosted software
implementations. Each of these partners has experienced significant outages in the past and could experience
outages, delays and other difficulties due to system failures unrelated to our systems, which could cause our
customers to believe we were at fault and withhold payments due to us.

We could become subject to litigation and liability if third parties penetrate security for our hosting systems or
otherwise misappropriate our users’ confidential information, or if customers are unable to access and use hosted
software implementations. Advances in computer capabilities, new discoveries in the field of cryptography or other
technological events or developments could result in compromises or breaches of our security systems. Anyone who
circumvents our security measures could misappropriate proprietary information or cause interruptions in our
services or operations. We may be required to expend significant capital and other resources to protect against the
threat of security breaches or service interruptions or to alleviate problems caused by breaches or service
interruptions.

Our intellectual property is subject to, and may be subject to, additional legal challenges or unauthorized use
or claims of infringement, any of which could diminish the value of our products and services or deter
customers from purchasing our products.

Our success depends in large part on our proprietary technology. We rely on a combination of copyrights,
trade secret and trademark laws, contractual restrictions, restrictions on disclosure and other methods to protect our
proprietary technology. These legal protections afford only limited protection for our technology. We hold only two
issued patents underlying the products developed by Docent prior to the merger of Docent and Click2learn, and do
not hold patents for any of the technology underlying Click2learn’s legacy Aspen product offering, nor any patents
for SumTotal 7.0 Series. Furthermore, effective protection of intellectual property rights is unavailable or limited in
certain foreign countries. It may also be possible for third parties to copy or otherwise obtain and use our intellectual
property or trade secrets without our authorization, and it may be possible for third parties to independently develop
substantially equivalent intellectual property. We cannot assure you that the protection of our proprietary rights will
be adequate or that our competitors will not independently develop similar technology, duplicate our products and
services or design around any patents or other intellectual property rights we hold. Consequently the value of our
products and services to our customers could diminish substantially.

Both Docent and Click?learn have been the subject of patent infringement cases. In May 2002, IpLearn, LLC
filed suit against Docent and several other major developers of online learning software, alleging five patent
infringement claims related to online learning and seeks unspecified damages. In December 2002, IP Innovation
filed suit against Docent and seven other defendants, alleging infringement of a patent covering the use of HTML
(hypertext markup language) in graphics software used in a computer system and seeks unspecified damages. In July
2004, Docent won its summary judgment motion for non-infringement, though IP Innovation has appealed that
decision. In February 2004, [pLearn, LLC filed suit against Click2learn alleging that its legacy Aspen product line
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infringes eight patents held by IpLearn. The IpLearn suits against Docent and Click2iearn have been consolidated
into one suit against SumTotal Systems. In each of these cases, plaintiff seeks unspecified monetary damages and
injunctive relief. After investigating and analyzing the claims, we believe that each of the cases is without merit, and
we are defending, and plan to continue to defend, against each of them vigorously.

Nonetheless, patent infringement claims are expensive to defend and divert management attention from
operating our business. In addition, even though we may prevail initially in any particular case, as we experienced in
the IP Innovation case, such matter may be subject to appeal by plaintiff and may subject us to time-consuming and
costly delays in final resolution of a particular case. In the event it is in fact determined that Docent or Click2learn
were, or we are, infringing the patents that are the subject of any of these claims or other third party patents, we may
be required to cease shipping, to pay damages, to license technology on terms that may not be favorable to us or to
alter our technology, website or software products, any of which may adversely affect our operating results and
cause us to meet our forecasts or industry analysts’ forecasts, thereby causing a possible decline in the price of our
common stock.

In addition, from time-to-time, we have received, and may in the future receive, notice of claims of
infringement of other parties’ proprietary rights. Such claims couid result in costly litigation and could divert
management and technical resources. They could also delay product shipment or require us to develop non-
infringing technology or enter into royalty or licensing agreements, which agreements may not be available on
reasonable terms, or at all.

Our products include third party technology, the loss of which could materially harm our business. Errors in
this third party software or our inability to continue to license this software in the future could increase our
costs and decrease our revenue.

We use some licensed third party technology compenents in our products. Future licenses to this technology
may not be available to us on commercially reasonable terms, or at all. The loss of or inability to obtain or maintain
any of these technology licenses could result in delays in the introduction of hew products or could force us to
discontinue offering portions of our business performance and learning management solutions until equivalent
technology, if available, is identified, licensed and integrated. The operation of our products would be impaired if
errors occur in the third party software that we incorporate, and we may incur additional costs to repair or replace
the defective software. It may be difficult for us to correct any errors in third party software because the software is
not within our control. Accordingly, our revenue could decrease and our costs could increase in the event of any
errors in this technology. Furthermore, we may become subject to legal claims related to licensed technology based
on product liability, infringement of intellectual property or other legal theories.

We may become subject to government regulation and legal uncertainties that could result in liability or
increase the cost of doing business, thereby adversely affecting our financial results.

We are not currently subject to direct regulation by any domestic or foreign governmental agency, other than
regulations applicable to businesses generally, such as export control laws and laws or regulations directly
applicable to Internet commerce. However, due to the increasing popularity and use of-the Internet, it is possible that
a number of laws and regulations may become applicable to us or may be adopted in the future with respect to the
Internet covering issues such as taxation, user privacy, content, right to access personal data, copyrights, distribution
and characteristics and quality of services. e

The applicability of existing laws governing issues such as taxation, property ownership, copyrights, and other
intellectual property issues, encryption, libel, export or import matters.and personal privacy to the Internet is
uncertain. The vast majority of these laws were adopted prior to the broad commercial use of the Internet and related
technologies. As a result, they do not contemplate or address the unique issues of the Internet and related
technologies. Changes to these laws, including some recently proposed changes, could create uncertainty in the
Internet marketplace. Such uncertainty could reduce demand for our services or increase the cost of doing business
due to increased costs of litigation or increased service delivery costs.

In addition, we could be liable for the misuse of personal information. The Federal Trade Commission, the
European Union and certain state and local authorities have been investigating certain Internet companies regarding
their use of personal information. We could incur additional expenses if new regulations regarding the use of
personal information are introduced or if these authorities choose to investigate our privacy practices.
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Anti-takeover provisions could make the sale of the Company more difficult.

Qur certificate of incorporation and bylaws contain provisions that could make it harder for a third party to
acquire us without the consent of our board of directors. For example, no potential acquirer would be able to call a
special meeting of stockholders to remove our board of directors. A potential acquirer would also not be able to act
by written consent without a meeting. In addition, our board of directors has staggered terms that make it difficult to
remove all directors at once. The acquirer would also be required to provide advance notice of its proposal to
remove directors at an annual meeting. The acquirer would not be able to cumulate votes at a meeting, which would
require the acquirer to hold more shares to gain representation on our board of directors than if cumulative voting
were permitted.

Subject to our fiduciary duties, our board of directors may in the future adopt a stockholder rights plan. If the
board adopts a stockholder rights plan, it may discourage a merger or tender offer involving our securities that is not
approved by our board of directors by increasing the cost of effecting any such transaction and, accordingly, could
have an adverse impact on stockholders who may want to vote in favor of such merger or participate in such tender
offer.

In addition, Section 203 of the Delaware General Corporation Law limits business combination transactions
with 15% stockholders that have not been approved by the issuer’s board of directors. These provisions and other
similar provisions make it more difficult or impossible for a third party to acquire us without negotiation. These
provisions may apply even if the offer may be considered beneficial by some stockholders.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

Market Rate Risk. We are exposed to market risk related to changes in interest rates and foreign currency
exchange rates. We do not use derivative financial instruments for speculative or trading purposes.

Interest Rate Risk. We hold our assets primarily in cash and cash equivalents, such as short-term marketable
debt securities, money market funds and other cash equivalents and short-term investments such as commercial
paper, publicly traded common stock and treasury notes. We minimize risk by investing in financial instruments
with original maturities of less than one year. As a result, if market interest rates were to increase immediately and
uniformly by 10% from levels at December 31, 2004, the fair value of cash and cash equivalents and short-term
investments would not change by a material amount.

Foreign Currency Exchange Risk. We have foreign currency risk as a result of foreign subsidiary activities.
For the years ended December 31, 2004, 2003 and 2002, international revenue from our foreign subsidiaries
accounted for approximately 29%, 12% and 15%, respectively, of total revenue. All foreign subsidiaries use the
local currency as their functional currency.

Our exposure to foreign exchange rate fluctuations arises in part from inter-company accounts in which costs
incurred in the U.S. are charged to the foreign subsidiaries. These inter-company accounts are typically denominated
in the functional currency of the foreign subsidiary in order to centralize foreign exchange risk with the parent
company in the U.S. We are also exposed to foreign exchange rate fluctuations as the financial results of foreign
subsidiaries are translated in U.S. dollars in consolidation. As exchange rates vary, these results, when translated,
may vary from expectations and adversely impact overall expected profitability. The effect of foreign exchange rate
fluctuations for the year ended December 31, 2004 was not material. Due to the substantial volatility of currency
exchange rates, among other factors, we cannot predict the effect of exchange rate fluctuations on our future
operating results.

We have not entered into any forward exchange contracts to hedge exposures denominated in foreign
currencies or any other derivative financial instruments for trading or speculative purposes. However, in the event
that our exposure to foreign currency risk increases, we may choose to hedge those exposures in the future.
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Supplementary Data

The following tables set forth unaudited quarterly supplementary data for each of the years in the two-year
period ended December 31, 2004 (in thousands, except per share data):

Fiscal 2004, Quarter Ended

Mar. 31 Jun. 30 Sep. 30 Dec. 31
REVEIUE ..ottt et r e ene et ettt e caestens $ 7,104 $ 14,085 $ 15287 § 18,728
GTOSS MATZIM c..ovviiciiiei ettt e s ese ettt e been et oee 3,692 7,636 8,998 11,199
L.0SS frOmM OPETAtIONS ....covveeviereeeetinir ettt eriereet e e seeee e (7,270) (4,030) (2,371) (2,089)
NEEIOSS ...veiverteneciiie et ecirberete e see b vt s ssen e ere b en s ebasbeeeesesraneessebesnaseenesbass (7,816) (4,102) (2,218) - - (1,896)
Net loss per share, basic and diluted............c.occocevicneincciicniinnnin (0.66) (0.20) (0.11) (0.09)

Fiscal 2003, Quarter Ended

Mar. 31 Jun. 30 Sep. 30 Dec. 31
REVEIUE .....ooveiiiiiieeeecreecet ettt et st ean e eme et ss st nrans $ 8000 § 8129 § 7513 $ 5845
GIOSS MATZIN L..eeeiiieiiie ettt e se e e n e 5,085 5,150 4,632 2,915
L0SS fTOM OPErations .....c.ovvrieeiivee it cerierier st seere s eeere s (773) (748) (1,328) (3,046)
INEELOSS ...vivietiisireirte et ettt eb e et st e e ereeb e b e st be et e et base e seeb s asesneneeneas (855) (826) (1,369) (3,110)
Net loss per share, basic and diluted.........ooeciriiecciinicnle (0.11) (0.10) (0.13) (0.30)

Per share amounts have been adjusted to reflect stock splits. Net loss per share, basic and diluted amounts
have been retroactively adjusted to reflect the conversion of Click2learn shares into SumTotal Systems shares at a
ratio of 0.3188 SumTotal Systems shares for each Click2learn share on March 18, 2004.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
SumTotal Systems, Inc.

We have audited the accompanying consolidated balance sheets of SumTotal Systems, Inc. and subsidiaries
(the Company) as of December 31, 2004 and 2003, and the related consolidated statements of operations,
stockholders’ equity and comprehensive loss, and cash flows for each of the years in the three-year period ended
December 31, 2004. In connection with our audits of the consolidated financial statements, we have also audited
financial statement Schedule II. These consolidated financial statements and financial statement schedule are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these consolidated
financial statements and financial statement schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of SumTotal Systems, Inc. and subsidiaries as of December 31, 2004 and 2003, and the results
of their operations and their cash flows for each of the years in the three-year period ended December 31, 2004, in
conformity with U.S. generally accepted accounting principles. Also, in our opinion, the related financial statement
schedule, when considered in relation to the consolidated financial statements taken as a whole, presents fairly, in all
material aspects, the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of SumTotal Systems, Inc.’s internal control over financial reporting as of
December 31, 2004, based on criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission, and our report dated August 1, 2005
expressed an unqualified opinion on management’s assessment of, and an adverse opinion on the effective operation
of, internal contro! over financial reporting.

s/ KPMG, LLP

Mountain View, California
August 1, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
SumTotal Systems, Inc.

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control Over Financial Reporting (Item 9A(Db)), that SumTotal Systems, Inc. and subsidiaries (the Company) did not
maintain effective internal control over financial reporting as of December 31, 2004, because of the effect of the
material weaknesses identified in management’s assessment, based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO).
The Company’s management is responsible for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express an
opinion on management’s assessment and an opinion on the effectiveness of the Company’s internal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

A material weakness is a control deficiency, or combination of control deficiencies, that results in more than a
remote likelihood that a material misstatement of the annual or interim financial statements will not be prevented or
detected. The following material weaknesses have been identified and included in management’s assessment:

1. Inadequate company-level controls. The Company did not maintain effective company-level controls as defined
in the Internal Control—Integrated Framework published by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO). These deficiencies related to each of the five components of internal control as
defined by COSO (control environment, risk assessment, control activities, information and communication, and
monitoring). Specifically,

+  The Company’s control environment did not sufficiently promote effective internal control over
financial reporting throughout the Company’s management structure, and this material weakness
was a contributing factor in the development of other material weaknesses described below;

+  The Company had inadequately trained finance and accounting personnel with appropriate
expertise in U.S. generally accepted accounting principles. Accordingly, in certain circumstances,
an effective secondary review of technical accounting matters was not performed;

»  The Company had inadequate risk assessment controls, including inadequate mechanisms for
anticipating and identifying financial reporting risks; and for reacting to changes in the operating
environment that could have a material effect on financial reporting;
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*  The Company had inadequate monitoring controls, including inadequate staffing and procedures to
ensure periodic evaluations of internal controls to ensure that appropriate personnel regularly obtain
evidence that controls are functioning effectively and that identified control deficiencies are
remediated timely;

»  The general controls over the Company’s IT environment were not adequately documented or
monitored. In addition, access controls and segregation of duties between key IT functions were
inadequate;

«  The Company had inadequate access and change controls over end-user computing spreadsheets.
Specifically, the Company’s controls over the completeness, accuracy, validity and restricted access
and review of certain spreadsheets used in the period-end financial reporting process were either
not designed appropriately, or did not operate as designed; and

+  There was inadequate communication from management to employees regarding the general
importance of controls and employees’ duties and control responsibilities.

These deficiencies resulted in more than a remote likelihood that a material misstatement of the Company’s
annual or interim financial statements would not be prevented or detected.

2. Inadequate segregation of duties. The Company had inadequate procedures and controls to ensure proper
segregation of duties within its purchasing, disbursements and payroll processes and accounting systems. As a
result, misappropriation of assets could occur and not be detected in a timely manner. These deficiencies resulted in
more than a remote likelihood that a material misstatement of the Company’s annual or interim financial statements
would not be prevented or detected.

3. Inadequate financial statement preparation and review procedures. The Company had inadequate policies,
procedures and personnel to ensure that accurate, reliable interim and annual consolidated financial statements were
prepared and reviewed on a timely basis. Specifically, the Company had insufficient: a) levels of supporting
documentation; b) review and supervision within the accounting and finance departments; c) preparation and review
of footnote disclosures accompanying the Company’s financial statements; and d) technical accounting resources.
These deficiencies resulted in errors in the financial statements and more than a remote likelihood that a material
misstatement of the Company’s annual or interim financial statements would not be prevented or detected.

4. Inadequate reviews of account reconciliations, analyses and jowrnal entries. The Company had inadequate review
procedures over account reconciliations, account and transaction analyses, and journal entries. Specifically,
deficiencies were noted in the following areas: a) management review of supporting documentation, calculations and
assumptions used to prepare the financial statements, including spreadsheets and account analyses; and b)
management review of journal entries recorded during the financial statement preparation process. These
deficiencies resuited in misclassification errors between accounts receivable and deferred revenue; current and non-
current deferred revenue; and other errors in the financial statements and more than a remote likelihood that a
material misstatement of the Company’s annual or interim financial statements would not be prevented or detected.

5. Inadequate controls over purchases, payroll and disbursements. The Company had inadequate controls over
purchases, payroll and the disbursement of funds as well as the recording of accruals for purchases and expenses.
Specifically,

*  Wire transfers and transfers between investment accounts were made with inadequate approvals;
»  The Company did not have a policy requiring authorized purchase orders;

» Invoices were paid with inadequate approvals;

+  The review of employee expense reports was inadequate;

¢ The Company did not have sufficient management review of commission payments; and

*  Period-end cut-off procedures in the procurement cycle were inadequate.

These weaknesses increase the likelihood that unauthorized purchases and disbursements could occur and not
be detected in a timely manner. These deficiencies resulted in errors in the financial statements and in more than a
remote likelihood that a material misstatement of the Company’s annual or interim financial statements would not
be prevented or detected.
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6. Inadequate controls over revenue. The Company’s review procedures over accounting for revenue were not
functioning effectively. Specifically,

«  Review procedures over the application of the Company’s revenue recognition policies for software
license and service arrangements were inadequate;

»  Review procedures over the accounting for service projects, such as the review of documentation
supporting project milestone delivery or professional service hours rendered were inadequate;

+  Review procedures relating to customer invoices and the application of cash receipts and credit memos to
accounts receivable were inadequate; and

*  Review procedures relating to shipping documentation for the accuracy of revenue cut-off were
inadequate.

These deficiencies resulted in more than a remote likelihood that a material misstatement of the Company’s
annual or interim financial statements would not be prevented or detected.

7. Inadequate controls over accounting for investments. The Company did not have effective policies and
procedures regarding the review of investments managed by a third party. This deficiency resulted in a material
misclassification error between cash equivalents and short-term investments and in more than a remote likelihood
that a material misstatement of the Company’s annual or interim financial statements would not be prevented or
detected.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of SumTotal Systems, Inc. and subsidiaries as of December 31,
2004 and 2003, and the related consolidated statements of operations, stockholders’ equity and comprehensive loss,
and cash flows for each of the years in the three-year period ended December 31, 2004. These material weaknesses
were considered in determining the nature, timing and extent of audit tests applied in our audit of the 2004
consolidated financial statements, and this report does not affect our report-dated August 1, 2005, which expressed
an unqualified opinion on those consolidated financial statements.

In our opinion, management’s assessment that SumTotal Systems, Inc. and subsidiaries did not maintain
effective internal control over financial reporting as of December 31, 2004, is fairly stated, in all material respects,
based on criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO). Also, in our opinion, because of the effect of the material
weaknesses described above on the achievement of the objectives of the control criteria, SumTotal Systems, Inc. and
subsidiaries have not maintained effective internal control over financial reporting as of December 31, 2004, based
on the criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO).

/s/ KPMG LLP

Mountain View, California
August 1, 2005

50




SUMTOTAL SYSTEMS, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands, except per share amounts)

December 31,

2004 2003
Assets
CUITENE BSSEES 1..vieeiiviiirttersireaatteereree sttt eesbee st beescatbeeanstae st reensbbensabeseebeeanteaesebee et beaa s baenaneas s sebeesnbaeeressnenn
Cash and cash eqUIVALENITS .......ve.iocii ettt eb sttt ettt e s e eveesenis $ 25508 % 12,709
RESHICIEA CASN ...oiviiiiiiii ettt et e re e b e e e e e sas et b e et ee e e esbe s b e eatee e bt aba e st reenssteen 82 153
SHOT-LEITII INVESHITIEIIIS L. vivie et iert e et ee e eetr e e s e srteeee e stbeeaesastbesesstsaneseesmtaeses s etbesseasnnneeranens 9,128 —
Accounts receivable, net of allowance for sales returns and doubtful accounts of $729 and
$566 in 2004 and 2003, rESPECTIVELY «eiiiiiiiiiiiaciiniie e ceseraresrresraseeasesssassassesseessssssasasssassasns . 18,531 10,359
Prepaid expenses and Other CUITENT SSELS ........ieceirreriiieresieeseecere e ece ettt ettt evean e 1,781 795
TOtal CUITENE @SSELS....uiiiriiriiitiei ettt bttt ecbe et e e e eeaeenebe s e saraesresobe et 55,030 24,016
Property and eqUIPMENT, NET.......ccooiiiiiiiccet ettt 2,472 1,508
GOOAWILL...ooeiiiiciiits ettt ettt et e v et e b et ebeetb et ebeeat et tesbesesesteaseeaeeraesbe s sbeebeenseneestanbanns 27,659 2,877
INtANZIDIE ASSELS, TET ..eveiiiiiiiiiiiir ettt et e s e e et s et e tan b e e e re e b ess e st s et e e e esae b eeeereareeusasae e 9,491 2,560
OIET BSSELS 1.uvviiietieits et ite ettt sttt eeeesta e e s e s sbeessesanreeeeeebaassesenstns s shsbe e seaan s e seassaenesenenareseraraeste et 1,140 1,704
TOTAL @SSELS .....vvviiiet e cretire ettt ettt et e e e neers et es et e et eaee bt et et et ereneeeteees $§ 95792 § 32,665
Liabilities and Stockholders’ Equity
CUITENE HADIITHES ..o veeeie ettt ettt ee ettt s et e e e et e et s st e e e e et e eaae s ereeneeesrsesaenenean
LINE OF CTEAIL ..oviiiie et ettt ettt tb e et et e e e e e s e ere et aa e saae e $ — 3 3,521
ACCOUNES PAYADIE ..ot et ettt e et et 3,334 1,786
Accrued compensation and DENefits .........occiiiireierciiiii e e 5,148 2,612
Other A0CTUEA HADIIIIES ... eieee e ettt s e et e e eer e s e et e senesereresnenas 3,403 889
REStrUCTUIING ACCIUAL. .. ...t iiiiirciiit ettt ettt be st sb e e saetaeesee e eneaateraaseas 506 —
DETEITEA FEVEIIUE ..vovev ettt et ebe st eta e et e eab e e er e e saeeensbeetaeabesanesessanes 14,749 5,361
Total current HabilitiEs ....ccuviiii ettt eera e e e etbeerbaenre e s 27,140 14,169
Deferred revVenUe, NON-CUITENT ........ccoiieiiiiiiereecieee it e vaaeetbecteeereserseetteaeeseseasteesbesresaseesertasresereenesseans 373 —
TOtAl HHADIIITIES ©.ve.ni ettt ettt ee et e et e s e e e ean e e s te et e e e eveessanaeans 27,513 14,169
Commitments and CONTIMZEICIES. ... e.eiiveuereiiiriicrietie sttt ettt sttt e b s s e areneeassae — —
StOCKROIAETS™ BQUILY: ...veiitiiiiecere ettt et bbbttt bbb ea e etk e ne b es bt e e
Common stock, $0.001 par value; 100,000,000 shares authorized; 20,665,467 and 10,458,175
shares issued and outstanding in 2004 and 2003, respectively ........cooceereerermeconieniennenenne 21 10
Additional paid-in CAPILAL .. ..ccceiiiiiiirir e e 321,620 255,115
Deferred stock-based COMPENSALION ....c..o..eiuiiiriiieiirneeiecst ettt ettt (1,012) —
Accumulated other cOMPreNenSiVe 10SS. . .ooi i e e (150) (461)
ACCUMUIALEA AETICIE ...ttt ettt er s bt et e et ee st be e s nc e naasnenes (252,200) (236,168)
Total StoCKNOLAETS” EQUILY ...ocvviviverie ittt ettt ettt et enees 68,279 18,496
Total liabilities and stockholders” equity........oceeeciiniinecinecainariererersee e seaacees $ 95,792 § 32,665

Refer to the accompanying Notes to the Consolidated Financial Statements.
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SUMTOTAL SYSTEMS, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

Year Ended December 31,
2004 2003 2002
REVEIUE: ...eeiiiiiii e s ettt e b b cens e b e e ara s e s s rane s snes e e
LLICEIISE. ..ot vieeteetieie ettt et e e et e b et b e bbb e b e ek e b e eneeshene e e e e ek b ebeeRe s b bt eReeR b ebesbn e st e naennen $§ 22376 $§ 9,134 § 12,107
Service and MAINTENANCE ........ccoivveiiiiiiviieee e sieeeeeeate e cteeeraeeaeeeseesrreasaeseveessaeeseeessseesesaaesins 32,828 20,353 18,370
TOtAl TEVEIIUIE ...viiiieiiiiieie ettt et ca s b e e et eabesaseessbeatbe ot srnessesasnesns 55,204 29,487 30,477
COSE OF TEVEIIUR: ... eveeiiiieierttee s eriee et eeanie e st rere e tceesaaeasasbeeateresanessabenesaasanananesesaressre sesasbenssnenn
IS et et b e e vt b e e bt e sbae e r e eatbebeeetaaenrbaas 1,616 590 535
Service and MAIMENATICE .......covivveerieterreeteeseesreeeaereestesressesstassesseasrestessassesssesseesseessessenses 17,269 9,939 8,569
Amortization of INtangible ASSELS .....ccccvviuiviiieiiiiie et e s 4,794 1,176 467
TOtal COSt OF TEVEMUE .....ccviiiiiiie ettt et e e vt e e seter e et e e e sebesennas 23,679 11,705 9,571
GTOSS TNATZII c..eeiuiiiiiiiti ettt ettt se b bbb ba bt et nt e e se e et se b s ea e er s ea e b sbe st e sb et 31,525 17,782 20,906
OPETAINZ EXPEIISES. 1o iuveeerererrerireeiieeireeieietearae st e stresaaess e streebneseessteessbenansaabessaensessssenesneaonesss
Research and development .......c.ooivvieiiie et srnenes 11,558 6,024 8,153
Sales and MATKEINZ . .....eoioiiiieiiiecee ettt sttt s e et b ettt e neene e 22,489 12,123 16,595
General and adminISITAtIVE ......ooivvei et cee e eeare s eee e et eesereee ettt e ssneeeeeessaasernenen 10,775 5,530 5,997
RESIUCUNING CHATEE . ...c.viiiiiiiitiiccie ettt v s bbb s 1,137 — 485
In-process research and developmEnt ..........ccveiiiiirinneiiie e e 1,326 — —
Total OPErating EXPEINSES . c...eivieirierirerriciierse ettt eteebe e besnereeenae s e eaneens 47,285 23,677 31,230
LOSS frOIM OPEIAtIONS ....ovetiieeciirie ettt ettt en e seens (15,760) (5,895) (10,324)
TOEEIESE @XPEILSE ... v e vvevrreneeereerranreesie e sttsmsessees rsasseemernessaaaseestesbeasaassenseseeaaseseesssetnanrensneasneorensesnss azny - (181 (62)
INEETESE INCOIME ..veuvvireriimreeiceeetieeirerer e cre st sebeseteestr e e st e estbestr e et s esbeesbes s e sasaesstessbeensnesatsaesensressaes 331 45 72
OTheT EXPENSE, TEL.....iieiiieieiet ettt ettt ettt bbbt eb e sb et e esen bbb sbeseneseseesbnanee (247 — —
Equity in losses of an affiliate ..........c.ocooviiiiiiriiiiiiccir ettt sttt e s ers (169) (100) (200)
Loss before provision fOr iNCOME TAXES .....cccervvireirieiieicirinirreeeare ettt seeeb e raseesse st ieresenes (15,966) (6,131} (10,514)
Provision fOr INCOME LAXES ..............oooviiiie e ettt et eeee et ere et eaaesr st te e etsesreesaesesesaeeraesseans 66 29 —
Net 1oss from CONtINUING OPEIALIONIS .....ccuertirerioirienieereriiieeere et ereeeiren e e e eresbeens sreectaresesane (16,032) (6,160) (10,514)
Net loss from discontinued OPETAtiONS ..........ccocoviviiireriiriiieeeeerestriee e aeseresre e tesseaseesesesiasseennes — — (7,600)
INEE L0 ..t iveiieitieie ettt ettt ettt et ettt ere e eesbe e etbesseabe e bees e st aesbe et beseesaeeasesbesraesteesaerteereearnesreaneaneas $ (16,032) $ (6,160) $ (18,114)
Amounts per share, basic and diluted:...........cocooiininii s
Net 10ss from CONtINUING OPETALIONS «....ivververmeiiriireererraiae e st asteseesesraesaesseeseonresssesseesasaesnens (0.87) (0.67) (1.35)
Net loss from discontinued OPETAIONS .......eoveiiiieeiiriii et eiet ettt eseeir e sr s esbe s seeseens — — (0.98)
INEE LOSS . viuvieie ittt ettt e e ettt b e ebeesbeeteeetaebeesbe s b eeseanba e st e s nesta e e sh et e et raabeeseenesraesnte st araeseans $ 087y § (0.67) $ (2.33)
Weighted average common shares outstanding, basic and diluted............c.ocvveriiviioivencviiinns 18,367 9,237 7,776

Refer to the accompanying Notes to the Consolidated Financial Statements.
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SUMTOTAL SYSTEMS, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND COMPREHENSIVE LOSS
(in thousands, except per share amounts)

Accumu-
Deferred lated
Common_ Stock Stock- Other
Additional Based Compre- Accumu- Compre-
Paid-in Compen- hensive lated hensive
Shares Amount Capital sation Loss Deficit Loss Total

Balances at December 31, 2001 7,684,358 3 8 § 242003 % 3 8 (552) $(211,894) 3 - $ 29,560
Stock options exercised 14,715 - 94 - - - - -
Amortization of deferred stock - - - 5 - - - S

compensation
Issuance of common stock warrants - - 178 - - - - 178
Common stock sold pursuant to the 143,443 - 533 — - - - 533

employee stock purchase plan
Net loss - - - - - (18,114) (18,114) (18,114)
Translation adjustments - - - - 30) - (30) (30)
Total comprehensive loss $ (18,144)
Balances at December 31, 2002 7,842,516 % 8 § 242808 § - 3 (582)  $(230,008) — § 12226
Stock options exercised 65,668 - 107 - - - - 107
Sale of common stock and warrants, net 2,378,453 2 11,926 : - - - - 11,928

of offering costs of $843
Exercise of common stock warrants 28,093 - - - - - - -
Common stock sold pursuant to the 143,445 - 274 - - - - 274

employee stock purchase plan
Net loss - - - - - (6,160) (6,160) (6,160)
Translation adjustments - - - - 121 - 121 121
Total comprehensive loss $ (6,039
Balances at December 31, 2003 10,458,175 $ 10§ 255115 $ - 3 (461)  $(236,168) — $ 18,496
Issnance of common stock to acquire 9,748,102 10 55,653 - - - - 55,663

Docent
Issuance of common stock options to - - 9,252 - - - - 9,252

acquire Docent
Stock-based compensation in association - - 291 - - - - 291

with the acceleration of stock options
for certain Click2learn officers

Stock-based compensation with the - - 233 - - - - 233
increased share authorization for the
employee stock purchase plan

Deferred stock-based compensation as a - - - (2,085) - - - (2,085)
result of the acquisition of Docent

Acceleration of terminated employee - - - 34 - - - 34
stock options

Amortization of unearned stock-based - - : - 867 - - - 867
compensation )

Stock options exercised 276,327 1 824 - - - - 825

Common stock sold pursuant to the 182,863 — 424 — - - - 424
employee stock purchase plan

Reversal of unearned stock-based - - (172) 172 - - - -
compensation for terminated
employees

Comprehensive loss:
Net loss -~ - - - - (16,032) (16,032) (16,032)
Unrealized gain on investments - - - - 2 - 2 2
Translation adjustments ~ - - - 309 - 309 309

Total comprehensive loss $ (15,721)

Balances at December 31, 2004 20,655,467  $ 21 3 321,620 § (1,012) $ (150)  $(252,200) $ 68,279

Refer to the accompanying Notes to the Consolidated Financial Statements.
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SUMTOTAL SYSTEMS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

Cash flows from continuing operating activities:
Net loss from continuing operations

Adjustments ito reconcile net loss to net cash used in continuing operating

activities:

Depreciation and amortization

Amortization of intangible assets

Loss on disposal of property and equipment

Provision for sales returns and doubtful accounts
Amortization of discount on debt

Stock-based compensation

In-process research and development

Equity in losses of an affiliate

Changes in assets and liabilities, net of effects of acquisitions

Net cash provided by (used in) operating activities

Cash flows from discontinued operating activities:
Net loss from discontinued operations
Accounts receivable forfeited
Gain on sale of assets

Net cash used in discontinued operating activities
Net cash provided by (used in) operating activities

Cash flows from continuing investing activities:
Purchases of property and equipment
Cash acquired in acquisitions, net of cash payments
Cash used in asset purchase agreements, net of cash received
Purchases of short-term investments
Sales of short-term investments
Purchases of restricted cash
Sales of restricted cash
Other ’

Net cash provided by (used in) investing activities

Cash flows from discontinued investing activities:
Proceeds from sale of assets

Net cash provided by discontinued investing activities
Net cash provided by (used in) investing activities

Cash flows from financing activities:
Borrowings on line of credit
Repayments on line of credit

Net proceeds from the issuance of common stock and common stock warrants

and exercises of common stock options
Net cash provided by (used in) financing activities

Effect of foreign exchange rate changes on cash
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Year Ended December 31,

2004 2003 2002
$(16,032) $(6,160) $(10,514)
1,874 827 1,085
4794 1,681 1,167
479 — 270
651 744 1,557
89 88 5
1,425 — —
1,326 —_ —
169 100 200
5,338 1,183 4,078
113 (1,337) (2,152)
— — (7,600)
— — 4,475
— — 927)
— —  (4,052)
113 (1,537) (6,204)
(1,288)  (728) (3,011)
25432 (1,156) —
(488) — —
(11,670) — —
3,045 — —
— (153) —
71 — —
— (49) (10)
15,102 (2,086) (3,021)
— — 1,000
— — 1,000
15,102 (2,086)  (2,021)
2,400 28,727 4,162
(6,374) (28,411)  (2,501)
1,249 12,309 627
(2,725) 12,625 2,288
309 121 (30)




Net increase (decrease) in cash and cash equivalents 12,799 9,123 (5,967)
Cash and cash equivalents at beginning of period 12,709 3,586 9,553
Cash and cash equivalents at end of period $25,508 $12,709  $3,586
Supplemental disclosure of cash flow information

Interest paid $(12) $(181) $(62)
Supplemental disclosure of non-cash investing and financing activities

Issuance of common stock warrants ‘ $— $— 3178
Common stock issued in acquisition of Docent, Inc. $55,663 $— $—

Refer to the accompanying Notes to the Consolidated Financial Statements.
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SUMTOTAL SYSTEMS, INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: DESCRIPTION OF BUSINESS

SumTotal Systems, Inc. develops, markets, distributes and supports an integrated suite of enterprise learning
software products. SumTotal Systems” markets are worldwide and include a broad range of industries. SumTotal
Systems was formed on March 18, 2004, as a result of the acquisition of Docent by Click2learn, Inc.
(“Click2learn”). The terms “SumTotal Systems”, “SumTotal” and the “Company” refer to Click2learn prior to
March 18, 2004 and SumTotal Systems, Inc. thereafter.

NOTE 2: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The accompanying audited consolidated financial statements include the accounts of SumTotal Systems and
its wholly-owned subsidiaries. All inter-company transactions have been eliminated in consolidation,

These statements reflect all normal recurring adjustments, which, in the opinion of management, are necessary
for a fair presentation of the financial position and results of operations for the periods presented. Factors that may
affect such operating results, include, but are not limited to, those discussed in “Factors That May Affect Future
Results of Operations.”

All share and per share data included in the consolidated financial statements have been retroactively adjusted
to reflect the conversion of Click2learn shares into SumTotal Systems shares at a ratio of 0.3188 SumTotal Systems
shares for each Click2learn share on March 18, 2004. Refer to Note 6 of the Notes to the Consolidated Financial
Statements, “Acquisitions, Intangible Assets and Goodwill.”

Principles of Consolidation

The accompanying audited consolidated financial statements include the financial statements of SumTotal
Systems and its wholly owned subsidiaries. All significant inter-company accounts and transactions had been
eliminated in consolidation. Investments in a 20% to 50% owned company, which has consisted only of Click2leamn
Japan KK, were accounted for using the equity method of accounting. On August 5, 2004, we sold our interests in
Click2]learn Japan KX to Softbank Media and Marketing and as a result we no longer have any equity related
expenses relating to the losses of this company.

Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and reported amounts of revenue and expenses during the reporting
period. Such estimates and assumptions are based on historical experience, where applicable, and other assumptions.
On an ongoing basis, SumTotal Systems evaluates estimates, including those related to revenue, allowance for sales
returns and doubtful accounts, intangible assets and restructuring. Actual results could differ from those estimates.

Cash and Cash Equivalents

Cash and cash equivalents of $25,508,000 and $12,709,000 at December 31, 2004 and 2003, respectively, are
comprised of highly liquid financial instruments consisting primarily of investments in money market funds and
commercial paper, with insignificant interest rate risk and with original maturities of three months or less at the time
of acquisition.

Restricted Cash

SumTotal Systems had $82,000 and $153,000 in restricted certificates of deposit for office rental lease
deposits at December 31, 2004 and 2003, respectively.
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Short-term Investmments

Short-term investments of $9,128,000 at December 31, 2004, are stated at historical cost, which, due to the
short maturities of the investments, approximates fair value. In accordance with SFAS No. 115, Accounting for
Certain Investments in Debt and Equity Securities, management determines the appropriate classification of the debt
securities at the time of purchase and re-evaluates the designation as of each balance sheet date. SumTotal Systems
classified all of the debt securities as available-for-sale pursuant to SFAS No. 115. Short-term investments consist
principally of taxable, short-term marketable investment instruments; such as commercial paper, publicly traded
common stock and treasury notes, with maturities or callable dates between three months and one year.

Fair Value of Financial Instruments

The carrying amounts of certain of SumTotal Systems” financial instruments including cash, cash equivalents,
short-term investments, accounts receivable, accounts payable and accrued liabilities approximate fair value due to
their short maturities.

Risks and Uncertainties

SumTotal Systems is subject to all of the risks inherent in a company that operates in the intensely competitive
Internet industry, providing a service that is relatively new and constantly evolving. These risks include, but are not
limited to, market acceptance of SumTotal Systems’ products and services, and reliance on third party software
incorporated in SumTotal Systems’ products. SumTotal Systems’ operating results may be materially affected by the
foregoing factors.

Concentration of Credit Risk

Financial instruments that potentially subject SumTotal Systems to concentration of credit risk consist
principally of cash, cash equivalents, restricted cash, short-term investments and accounts receivable. SumTotal
Systems’ cash, cash equivalents, restricted cash and short-term investments are deposited with fourteen financial
institutions, which, at times, may exceed federally insured limits.

Accounts receivable include amounts due from customers in a wide variety of industries, primarily in the U.S.
and Europe. Accounts receivable are recorded at the invoiced amount and do not bear interest. SumTotal Systems
performs ongoing credit evaluations of its customers, does not require collateral and maintains allowances for
potential credit losses when deemed necessary. To date, such losses have been within management’s expectations.
At December 31, 2004, SumTotal Systems had accounts receivable due from one customer of 15% of accounts
receivable, net of allowance for sales returns and doubtful accounts. At December 31, 2003, SumTotal Systems had
one customer that contributed to 11% of accounts receivable, net of allowance for sales returns and doubtful
accounts. The respective year-end receivables balances for both customers have been subsequently collected.
SumTotal Systems does not have any off-balance sheet credit exposure related to its customers.

Revenue Recognition

SumTotal Systems recognizes revenue pursuant to the requirements of AICPA SOP No. 97-2, Software
Revenue Recognition, as amended by SOP No. 98-9, Software Revenue Recognition with Respect to Certain
Arrangements. Under SOP No. 97-2, revenue attributable to an element in a customer arrangement is recognized
when persuasive evidence of an arrangement exists and delivery has occurred, provided the fee is fixed or
determinable and collectability is reasonably assured.

For all sales, SumTotal Systems typically uses either a binding purchase order or signed agreement, depending
on the nature of the transaction, as evidence of an arrangement. Sales through its significant resellers are evidenced
by a master agreement governing the relationship.

Enterprise customers have the option of purchasing perpetual licenses, time-based licenses or subscription
license bundles (typically one year), that include hosting and maintenance and support. For perpetual software
license fees in arrangements that do not include customization or consulting services, delivery typically is deemed to
occur when the product is shipped to customers. SumTotal Systems’ subscription licenses require license holders to
pay a monthly fee, which is based on the number of users. SumTotal Systems recognizes revenue on subscription
license bundles on a straight-line basis over the life of the subscription and records the revenue as service and
maintenance revenue. Customers with perpetual or time-based licenses may also outsource to SumTotal Systems the
hosting of their system on a third party’s server for a monthly fee and an initial set-up fee, which is recognized
ratably over the initial hosting period.
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At the time of each transaction, SumTotal Systems assesses whether the software license fee associated with
its revenue is fixed or determinable and whether or not collection is reasonably assured. If a significant portion of a
fee is due after SumTotal Systems’ normal payment terms, currently up to net ninety days (payment terms beyond
ninety days are considered to be extended terms), then SumTotal Systems considers the fee to not be fixed or
determinable. In these cases, revenue is deferred and recognized when payments become due and payable.

Probability of collection is based on a number of factors, including past transaction history with the customer
and the current financial condition of the customer. Collateral is not requested from customers. If SumTotal Systems
determines at the time of the transaction that collection of a fee is not reasonably assured, revenue is deferred until
the time collection becomes reasonably assured, generally when payment is received.

For multiple element arrangements, when Company-specific objective evidence of fair value exists for all of
the undelivered elements of the arrangement, but does not exist for one of the delivered elements in the arrangement
SumTotal Systems recognizes revenue under the residual method. Under the residual method, at the outset of the
arrangement with a customer, revenue is deferred for the fair value of its undelivered elements such as consulting
services and product support and upgrades, and revenue is recognized for the remainder of the arrangement fee
attributable to the elements initially delivered, such as software licenses, when the criteria in SOP No. 97-2 have
been met. Company-specific objective evidence is established for support and upgrades of standard products based
upon the amounts SumTotal Systems charges when support and upgrades are sold separately. Company-specific
objective evidence is established for consulting and installation services based on the hourly rates the Company
charges for its employees when they are performing these services provided SumTotal Systems has the ability to
accurately estimate the hours required to complete a project based upon its experience with similar projects.

SumTotal Systems also earns revenues from services performed in connection with consulting arrangements.
For those contracts that include contract milestones or acceptance criteria, SumTotal Systems recognizes revenue as
such milestones are achieved or as such acceptance occurs. In some instances, the acceptance criteria in the contract
requires acceptance after all services are complete and all other elements have been delivered. Revenue recognition
is deferred until those requirements are met.

Professional services under fixed price contracts are recognized as services are provided or by using output
measures such as milestones. Provisions for any estimated losses on uncompleted contracts are made in the period in
which such losses become evident. Professional services from time and materials contracts and training services are
recognized as services are performed.

Revenue from non-refundable minimum royalty agreements from distributors or resellers is recognized upon
delivery of the product to the distributor or reseller, provided no significant obligations remain outstanding and the
conditions of SOP No. 97-2 have been met. If minimum royalties are exceeded, the additional royalties are
recognized as revenue when earned, based upon the receipt of royalty reports.

Revenue from time-based licenses, subscription licenses, hosting agreements and support agreements is
recognized on a straight-line basis over the life of the contract. Subscription licenses are a bundled offering that
include time-based licenses, hosting and maintenance and support and the related revenue is recognized as service
and maintenance revenue on a straight-line basis over the life of the subscription. SumTotal Systems typically bills
these contracts in advance and records the billed amounts in deferred revenue.

Goodwill and Other Intangible Assets

Goodwill represents the excess of costs over the fair value of assets acquired in a business combination.
Goodwill is not amortized, but instead tested for impairment at least annually in accordance with the provisions of
SFAS No. 142, Goodwill and Other Intangible Assets. Intangible assets with estimable useful lives are amortized
over their respective estimated useful lives to their estimated residual values and are reviewed for impairment in
accordance with SFAS No. 144, Accounting for Impairment or Disposal of Long-Lived Assets.

Impairment of Long-Lived Assets

Long-lived assets, such as property, plant and equipment and purchased intangibles subject to amortization,
are reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an
asset may not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the
carrying amount of an asset group to the estimated undiscounted future cash flows expected to be generated by the
asset group. If the carrying amount of an asset group exceeds its estimated future cash flows, an impairment charge
is recognized in the amount by which the carrying amount of the asset group exceeds the fair value of the asset

group.
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Capitalized Software

Costs related to internally developed software and software purchased for internal use, which are required to
be capitalized pursuant to SOP No. 98-1, Accounting for Costs of Computer Sofiware Developed or Obtained for
Internal Use, are included in property, plant and equipment.

Research and Development

Costs incurred in the research and development of new software products are expensed as incurred until
technological feasibility is established. Development costs are capitalized beginning when a product’s technological
feasibility has been established and ending when the product is available for general release to customers.
Technological feasibility is reached when the product reaches the beta stage. Under SFAS No. 86, Accounting for
the Costs of Computer Software to be Sold, Leased or Otherwise Marketed, SumTotal Systems capitalized certain
project costs recorded after technological feasibility was established on the Virtual Classroom Server product, such
costs started to be amortized when the product was released on April 1, 2003. SumTotal Systems recorded
amortization expenses under SFAS No. 86 of $0.9 million, $0.6 million and $0 for the years ended December 31,
2004, 2003 and 2002, respectively.

Advertising

Costs related to advertising and promotion of products is charged to sales and marketing expense as incurred.
Advertising expense for the years ended December 31, 2004, 2003 and 2002, were $0.9 million, $0.6 million and
$0.3 million, respectively.

Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
determined based on the difference between the financial statement and tax basis of assets and liabilities using
enacted tax rates in effect for the year in which the differences are expected to affect taxable income. Valuation
allowances are established when necessary to reduce deferred tax assets to amounts expected to be realized.

Net Loss Per Share

Basic and diluted net loss per share is computed by dividing the net loss for the period by the weighted
average number of shares of common stock outstanding during the period, less outstanding unvested shares. The
calculation of diluted net loss per share excludes potential common shares as the effect is anti-dilutive, due to
SumTotal Systems’ net loss in each period. Potential common shares are comprised of common stock subject to
repurchase rights, incremental shares of common and preferred stock issuable upon the exercise of stock options or
warrants and shares issuable upon conversion of convertible preferred stock.

The following table sets forth the computation of basic and diluted net loss per share for the periods indicated
(in thousands, except per share amounts):

Year Ended December 31,
2004 2003 2002
Net loss from continuing OPErations .........cco.veeroriroenimeecerinneeeoneeeennesenns o $  (16,032) $ (6,160) $ (10,514)
Net loss from discontinued OPerations ..........c.ccecvveriieineiriencneeeneee e ‘ — — (7,600)
INEELOSS vttt sttt e st e r ekt ab e (16,032) (6,160) (18,114)
Weighted average shares used to compute basic and diluted net loss per share.... 18,367 9,237 7,776
Net loss from continuing operations per share, basic and diluted.......................... b (0.87) $ (0.67) $ (1.35)
Net loss from discontinued operations per share, basic and diluted...................... — — (0.98)
Net loss per share, basic and diluted ...........ovoviiiiiiii e (0.87) 0.67) (2.33)

Basic and diluted net loss per share is computed by dividing the net loss by the weighted average number of
common shares outstanding during the period. As SumTotal Systems had a net loss for each of the periods
presented, basic and diluted net loss per share are the same.

Excluded from the computation of diluted loss per share for the year ended December 31, 2004 are options to
acquire approximately 2,755,131 shares of common stock with a weighted average share price of $10.45 and
warrants to acquire approximately 1,642,439 shares of common stock weighted average share price of $8.50 because
their effects would be anti-dilutive.
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Excluded from the computation of diluted loss per share for the year ended December 31, 2003 are options to
acquire approximately 1,932,136 shares of common stock with a weighted average share price of $23.43 and
warrants to acquire approximately 2,153,727 shares of common stock with a weighted average share price of $10.66
because their effects would be anti-dilutive.

Foreign Currency Remeasurement and Transactions

The functional currencies of SumTotal Systems’ foreign subsidiaries are the local foreign currencies. All
assets and liabilities denominated in foreign currencies are remeasured at the balance sheet date exchange rate.
Revenue and expenses are remeasured at the average exchange rate prevailing during the year. Translation
adjustments resulting from translation of each foreign subsidiary’s accounts are included in accumulated other
comprehensive loss. Foreign currency transaction gains and losses are included in other expense, net in the
Company’s Consolidated Statements of Operations. '

Comprehensive Loss and Accumulated Other Comprehensive Loss

SumTotal Systems’ total comprehensive loss for the years ended December 31, 2004, 2003, and 2002
consisted of net loss, unrealized gains on investments and the change in foreign currency translation adjustments.
The tax effects on the foreign currency translation adjustments have not been significant. Accumulated other
comprehensive loss consists of foreign currency translation adjustments of $148,000, $461,000, and $582,000 at
December 31, 2004, 2003 and 2002, respectively, and an unrealized gain on investments of $2,000 at December 31,
2004.

Stock-Based Compensation

The intrinsic-value-based method of accounting prescribed by Accounting Principles Board Opinion (“APB”)
No. 25, Accounting for Stock Issued to Employees, and related interpretations including FIN No. 44, Accounting for
Certain Transactions Involving Stock Compensation, an interpretation of APB 25, has been applied to account for
SumTotal Systems’ fixed-plan stock options. Under this method, compensation expense is recorded only if the
current market price of the underlying stock exceeded the exercise price on the date of the grant. SFAS No. 123,
Accounting for Stock-Based Compensation, established accounting and disclosure requirements using a fair-value-
based method of accounting for stock-based employee compensation plans. As allowed by SFAS No. 123, SumTotal
Systems has elected to continue to apply the intrinsic-value-based method of accounting described above and has
adopted only the disclosure requirements of SFAS No. 123.

In December 2004, the FASB issued SFAS No. 123R, Share-Based Payment, that addresses the accounting
for share-based payment transactions in which an enterprise receives employee services in exchange for either
equity instruments of the enterprise or liabilities that are based on the fair value of the enterprise’s equity
instruments or that may be settled by the issuance of such equity instruments. The statement eliminates the ability to
account for share-based compensation transactions using the intrinsic value method as prescribed by APB No. 25,
Accounting for Stock Issued to Employees, and generally requires that such transactions be accounted for using a
fair-value-based method and recognized as expenses in the consolidated statement of operations. The statement
requires companies to assess the most appropriate model to calculate the value of the options. SumTotal Systems
currently uses the Black-Scholes option pricing model to value options and is currently assessing which model
SumTotal Systems may use in the future under the statement and may deem an alternative model to be the most
appropriate. The use of a different model to value options may result in a different fair value than the use of the
Black-Scholes option pricing model. In addition, there are a number of other requirements under the new standard
that will result in differing accounting treatment than currently required. These differences include, but are not
limited to, the accounting for the tax benefit on employee stock options and for stock issued under our ESPP. In
addition to the appropriate fair value model to be used for valuing share-based payments, we will also be required to
determine the transition method to be used at the date of adoption. The allowed transition methods include
prospective and retroactive adoption options. Under the retroactive options, prior periods may be restated either as
of the beginning of the year of adoption or for all periods presented. The prospective method requires that
compensation expense be recorded for all unvested stock options and restricted stock at the beginning of the first
quarter of adoption of SFAS No. 123R, while the retroactive methods would record compensation expense for all
unvested stock options and restricted stock beginning with the first period restated. The effective date of the new
standard for SumTotal Systems’ is the first fiscal quarter of 2006.

Upon adoption, this statement will have a significant impact on SumTotal Systems’ consolidated financial
statements as SumTotal Systems will be required to expense the fair value of its stock option grants and stock
purchases under the ESPP rather than disclose the impact on the consolidated net loss within the footnotes as is the
current practice found in Note 2 “Summary of Significant Accounting Policies” in the Notes to the Consolidated
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Financial Statements. The amounts disclosed within the footnotes are not necessarily indicative of the amounts that will
be expensed upon the adoption of SFAS No. 123R. Compensation expense calculated under SFAS No. 123R may
differ from amounts currently disclosed within the footnotes based on changes in the fair value of SumTotal Systems’
common stock, changes in the number of options granted or the terms of such options, the treatment of tax benefits and
changes in interest rates or other factors. In addition, upon adoption of SFAS No. 123R, SumTotal Systems may choose
to use a different valuation model to value the compensation expense associated with employee stock options.

On May 31, 2005, the Board of Directors of SumTotal Systems approved the acceleration of vesting of certain
unvested and “out-of-the-money” stock options with exercise prices equal to or greater than $5.60 per share previously
awarded to its employees, including its Section 16 officers, under each of the SumTotal Systems’ equity compensation
plans. This approval was based on a recommendation of the Compensation Committee of the Board of Directors, which
consists entirely of independent directors, and reflects an approximate 10% premium over the average closing price of
SumTotal Systems’ common stock over the ninety-day period prior to the determination. The acceleration of vesting
was effective for stock options outstanding as of May 20, 2005. Options to purchase approximately 1.6 million shares
of common stock, or 64% of SumTotal Systems’ outstanding unvested options, 446,000 of which are held by Section
16 Officers, will become exercisable immediately upon SumTotal Systems’ compliance with NASDAQ and SEC rules.

The purpose of the acceleration is to enable SumTotal Systems to avoid recognizing the future compensation
expense associated with the adoption of SFAS No. 123R, Share-Based Payment. SFAS No. 123R, when effective, will
require all share-based payments to employees, including granting of employee stock options, to be recognized as
compensation expense on SumTotal Systems’ consolidated statement of operations, rather than as a disclosure in the
Notes to the Consolidated Financial Statements, based on their fair values. SFAS No. 123R will become effective for
SumTotal Systems beginning in the first quarter of fiscal year 2006. The pre-tax charge to be avoided amounts to
approximately $7.0 million over the course of the remainder of the original vesting periods, which, on average, is
approximately 1.9 years from January 1, 2006. The acceleration of the vesting of these options did not result in a
charge based on generally accepted accounting principles because there was not a modification of the option grants.
SumTotal Systems also believes that because the options to be accelerated have exercise prices in excess of the current
market value of the SumTotal Systems’ common stock, the options have limited economic value and are not fully
achieving their original objective of incentive compensation and employee retention.

The following table displays the impact to the net loss if SumTotal Systems were to change its accounting policy
in accordance with SFAS No. 123, Accounting for Stock-Based Compensation, and SFAS No. 148, Accounting for
Stock-Based Compensation-Transition and Disclosure, and retroactively restate all prior periods as if SumTotal
Systems had adopted SFAS No. 123 for all periods presented (in thousands, except per share amounts):

Year Ended December 31,

2004 2003 2002
NEt10SS, 88 TEPOITEA.....ieviiiiiiriiirieiir et ettt r e st sseas s nane s $ (16,032) $§ (6,160) $§ (18,114)
Add: Stock-based employee compensation expenses included in reported net loss, net

O AKX 1o rete ittt ittt et e e ee e e bt st e s e e b e e st e as NS ek b e raa S e aAse ek e eAtasas tAsenEaaeisaesees at et aaaes 1,425 — 5
Deduct: Stock-based employee compensation expense determined under fair-value-

based method for all awards, net 0T taX.......cccvviiiiiniie e $ (7,190) $ (3,836) $ (5,460)
PrO fOIMA NEL L0SS ...ooviviviereeiicieeect et ciriet et ete et se bbb b e e b s st b st ets b etntse e $ 21,797 § (9,996) § (23,569)
Weighted average common shares outstanding, basic and diluted ... 18,367 9,237 7,776
Net loss per share, basic and diluted: ..........ccoecevievrirerirreeecsnnn e, et

ASTEPOTTE™ 11ttt ettt b sttt ee e st e e nea. $ (0.87) $§ (0.67) § (2.33)
PO fOIMA. . ..eevieiiiiiieie ettt st st ettt saet ettt b e $ (1.19) $ (1.08) § (3.03)

The weighted average fair value of options granted was $7.42, $4.83 and $3.23 for the years ended December
31,2004, 2003 and 2002, respectively. SumTotal Systems calculated the value of stock-based awards on the date of
grant using the Black-Scholes option pricing model based on the assumptions set forth in the following table for the
years ended December 31, 2004, 2003 and 2002, respectively:

Options ] Employee Stock Purchase Plan
2004 2003 2002 2004 2003 2002
Dividend yield.......cccocoovvriininienn. 0% 0% 0% 0% 0% 0%
Volatility ..oooveeeeeieee e 1.10-1.20 0.99 1.24 0.59-0.79 0.99 1.24
Risk free interest rates............covevrnen. 1.48%-3.86% 3.30% 2.80% 1.01%-1.77% 3.30% 2.80%
Expected lives of options .................. 1-5years 5Syears Syears 6 months 1.25years 1.25 years
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These pro forma amounts may not be representative of the effects on reported net loss for future years as
options vest over several years and additional awards are generally made each year.

In 2004, SumTotal Systems recorded $233,000 in stock-based compensation expense relating to increasing the
amount of shares available for purchase in the SumTotal Systems ESPP, per FIN No. 44, Accounting for Certain
Transactions Involving Stock Compensation, $867,000 in stock-based compensation expense relating to common
stock options issued to former Docent employees and $325,000 in stock-based compensation expense relating to
accelerated option vesting for certain employees.

Adoption of Accounting Standards

In December 2003, the FASB issued FIN No. 46R, Consolidation of Variable Interest Entities - Revised. FIN
No. 46R addresses how a business enterprise should evaluate whether it has a controlling financial interest in an
entity through means other than voting rights and accordingly should consolidate the entity. FIN No. 46R replaces
FIN No. 46, Consolidation of Variable Interest Entities, which was issued in January 2003. SumTotal Systems is
required to apply FIN No. 46R to variable interests in VIEs created after December 31, 2003, For variable interests
in VIEs created before January 1, 2004, FIN No. 46R was applied beginning on January 1, 2005. For any VIEs that
must be consolidated under FIN No. 46R that were created before January 1, 2004, the assets, liabilities and non-
controlling interests of the VIE initially would be measured at their carrying amounts with any difference between
the net amount added to the balance sheet and any previously recognized interest being recognized as the cumulative
effect of an accounting change. If determining the carrying amounts is not practicable, fair value at the date FIN No.
46R first applies may be used to measure the assets, liabilities and non-controlling interest of the VIE. SumTotal
Systems has no interests in VIEs, therefore the changes noted in FIN No. 46R did not have a material effect on
SumTotal Systems’ financial position and results of operations.

In March 2004, the EITF reached a consensus on Issue No. 03-01, The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments. EITF No. 03-01 provides guidance on other-than-temporary
impairment models for marketable debt and equity securities accounted for under SFAS No. 115, Accounting for
Certain Investments in Debt and Equity Securities, and SFAS No. 124, Accounting for Certain Investments Held by
Not-for-Profit Organizations, and non-marketable equity securities accounted for under the cost method. The EITF
developed a basic three-step mode] to evaluate whether an investment is other-than-temporarily impaired. On
September 30, 2004, the FASB approved the issuance of EITF No. 03-1-1, which delayed the accounting provisions
of EITF No. 03-01, however the disclosure requirements remain effective and were adopted by SumTotal Systems at
December 31, 2004. SumTotal Systems is currently evaluating the potential impact of the adoption of EITF No. 03-
01 on its results of operations, cash flows and financial condition.

In June 2004, the FASB issued EITF No. 02-14, Whether an Investor Should Apply the Equity Method of
Accounting to Investments Other Than Common Stock. EITF No. 02-14 addresses whether the equity method of
accounting applies when an investor does not have an investment in voting common stock of an investee but
exercises significant influence through other means. EITF No. 02-14 states that an investor should only apply the
equity method of accounting when it has investments in either common stock or in-substance common stock of a
corporation, provided that the investor has the ability to exercise significant influence over the operating and
financial policies of the investee. The accounting provisions of EITF 02-14 are effective for reporting periods
beginning after September 15, 2004. There was no material impact on SumTotal Systems’ consolidated financial
position, results of operations or cash flows as a result of the adoption of EITF No. 02-14.

In December 2004, the FASB issued SFAS No. 153, Exchanges of Nonmonetary Assets — An Amendment of
APB Opinion No. 29, Accounting for Nonmonetary Transactions. SFAS No. 153 eliminates the exception from fair
value measurement for nonmonetary exchanges of similar productive assets in paragraph 21(b) of APB No. 29,
Accounting for Nonmonetary Transactions, and replaces it with an exception for exchanges that do not have
commercial substance. SFAS No. 153 specifies that a nonmonetary exchange has commercial substance if the future
cash flows of the entity are expected to change significantly as a result of the exchange. This standard is effective for
fiscal periods beginning after June 15, 2005. There have been no significant exchanges of nonmonetary assets in
2004, therefore there was no material impact on SumTotal Systems’ consolidated financial position, results of
operations or cash flows as a result of the adoption of SFAS No. 153.

Recent Accounting Pronouncements

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections, which provides
guidance on the accounting for, and reporting of, accounting changes and error corrections. SFAS No. 154 requires
retrospective application to the prior periods’ financial statements of voluntary changes in accounting principle and
changes required by an accounting pronouncement in the event the pronouncement does not include specific
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transition provisions. SFAS No. 154 shall be effective for accounting changes made in fiscal years beginning after
December 15, 2005, however the adoption of SFAS No. 154 is not expected to have a material affect on SumTotal
Systems’ consolidated financial position, results of operations and cash flows.

In December 2004, the FASB issued FSP No. 109-1, Application of FASB Statement No. 109, Accounting for
Income Taxes, to the Tax Deduction on Qualified Production Activities Provided by the American Jobs Creation Act
0f 2004 (“AJCA "), which introduces a special 9% tax deduction on qualified production activities. FSP No. 109-1
clarifies that this tax deduction should be accounted for as a special tax deduction in accordance with SFAS No. 109.
SumTotal Systems will not be able to claim this tax benefit until the fourth quarter of fiscal 2005. The adoption of
these new tax provisions is not expected to have a material impact on SumTotal Systems’ consolidated financial
position, results of operations or cash flows,

In December 2004, the FASB issued FSP No. 109-2, Accounting and Disclosure Guidance for the Foreign
Earnings Repatriation Provision within the American Jobs Creations Act of 2004. The AJCA introduces a limited
time 85% dividends received deduction on the repatriation of certain foreign earnings to a U.S. taxpayer
(“repatriation provision™), provided certain criteria are met. FSP No. 109-2 provides accounting and disclosure
guidance for the repatriation provision. SumTotal Systems has not completed its evaluation of the effects of the
repatriation provision and expects to complete the evaluation during the second half of 2005. However, the adoption
is not expected to have a material impact on SumTotal Systems’ consolidated financial position, results of
operations or cash flows.

In March 2004, the EITF reached a consensus on Issue No. 03-01, The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments. EITF No. 03-01 provides guidance on other-than-temporary
impairment models for marketable debt and equity securities accounted for under SFAS No. 115, Accounting for
Certain Investments in Debt and Equity Securities, and SFAS No. 124, Accounting for Certain Investments Held by
Not-for-Profit Organizations, and non-marketable equity securities accounted for under the cost method. The EITF
developed a basic three-step model to evaluate whether an investment is other-than-temporarily impaired. On
September 30, 2004, the FASB approved the issuance of FASB Staff Position EITF No. 03-1-1, which delays the
effective date until additional guidance is issued for the application of the recognition and measurement provisions
of EITF No. 03-01 to investments in securities that are impaired. SumTotal Systems is currently evaluating the
potential impact of the adoption of EITF No. 03-01 on its results of operations, cash flows and financial condition.

Reclassifications

A reclassification of $1.9 million from accounts receivable to deferred revenue at December 31, 2003 was
made to conform to SumTotal Systems’ current year presentation.

A reclassification of $636,000 to property and equipment, net from intangible assets at December 31, 2003
was made to conform to SumTotal Systems’ current year presentation.

A reclassification of $318,000 from common stock to additional paid-in capital at December 31, 2003 was
made because the par value of common stock changed from $0.01 at December 31, 2003 to $0.001 on March 18,
2004, as a result of the acquisition of Docent.

Reclassifications of $2,206,000, ($387,000) and ($1,819,000) were made to service and maintenance cost of
revenue, research and development expenses and sales and marketing expenses in 2003, respectively, in order to
conform to SumTotal Systems’ current year presentation.

Certain consolidated statement of stockholders’ equity transactions that pre-date the acquisition of Docent on
March 18, 2004, were reclassified in order to reflect the par value of common stock changed from $0.01 at
December 31, 2003 to $0.001 on March 18, 2004, as a result of the acquisition of Docent, as well as the exchange of
each issued and outstanding share of Click2learn’s and Docent’s common stock for 0.3188 and 0.7327 shares of
SumTotal Systems’ common stock, respectively.

Certain insignificant amounts have been reclassified to conform to current period presentation.
NOTE 3: BALANCE SHEET COMPONENTS
Prepaids and Other Current Assets

The following table sets forth the components of other current assets (in thousands):
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December 31,

2004 2003
Prepaid coSt OF SALES ..ccivieriiiie et et $ 20§ —
Prepaid EVENTE COSS.....ccuiriiiieiiitire ittt ettt ettt see e st sbeenesr e 224 —
Prepaid expenses and OtheT..........oooviiiiiiii e 836 581
Prepaid INSUTANCE ......ccoeoiitiiieieriie ettt e ene s s e sre s 194 214
Prepaid r80E.....c.coviiiiecicriieie e e e b 322 —
Total Other CUITENt @SSELS......ccveiiviiiieiirecreeiteerten et e et eebeeerearee s eevestbasateesraens $§ 1,781 § 795

Other Assets
The following table sets forth the components of other assets (in thousands):

December 31,

2004 2003
DepOSits And OTHET ... iiciciii i ereereseaseeessessessasesssasaesaessssassssssasessen: $ 901 § 548
Prepaid acqUISIHON COSES ..o.eviiiriiirieiiireree ettt s e — 1,156
Prepaid INSULANCE .....ocveeieieeeieseee et ae et ettt eeeae e e s aseease e 239 —
TOtAl OhET ASSEES ..riivvreiiiricirieieiiiieceeeeecerreebeesbe e besnesteesreesaneseeeaseeans $ 1,140 $ 1,704

Accrued Compensation and Benefits

The following table sets forth the components of accrued compensation and benefits (in thousands):

December 31,

2004 2003
ACCIUEd COMIMESSIONS ..uvvvvriviieriiaieeie e cee e eeee et aere b e steeresre et eatesseeeseies $ 2387 §% 345
Accrued Vacation PAY ..........eceiiererirencomneriinine et 1,808 1,046
Other accrued compensation and benefits.........ccocevevviiiniiicicninncnns 953 1,221
Total accrued compensation and benefits.......ccccoovveivciviviniecninnen. § 5148 § 2612

NOTE 4: FAIR VALUE OF INVESTMENTS

The fair values of SumTotal Systems’ short-term investments are as follows (in thousands):

December 31, 2004
Gross Unrealized Gross Unrealized
Amortized Cost Gains Losses Fair Value
Auction Tate SECUTTHES. .......covvreverieeerereannn. $ 1,900 $ — 3 ' — 3 1,900
Commercial paper........c..ccocovveverinerernennn, 4,032 2 — 4,034
Publicly traded common stock............c..... 12 — — 12
TTEASUIY NOES...covveireereriireerieerireenrrerenaeanne 3,182 — — 3,182
Total marketable securities ......cc.cooveveveeenn. $ 9,126 § 2 $ — 3 9,128

The cost of securities sold is based on the specific identification method. The short-term investments consist
principally of taxable, short-term money market instruments with maturities or callable dates between three months
and one year.

NOTE 5: PROPERTY AND EQUIPMENT

Property and equipment are stated at cost. Depreciation and amortization are calculated using the straight-line
method over the estimated useful lives of the related assets, typically ranging from between three to five years.
Leasehold improvements and assets acquired under capital leases are amortized on a straight-line basis over the term
of the lease, or the useful life of the assets, whichever is shorter. Maintenance and repairs are charged to expense as
incurred, and improvements and betterments are capitalized. When assets are retired or otherwise disposed of, the
cost and accumulated depreciation and amortization are removed from the accounts and any resulting gain or loss is
reflected in the statement of operations for the period realized. Depreciation and amortization expense was
$1,874,000, $827,000 and $1,085,000 for the years ended December 31, 2004, 2003 and 2002, respectively. In fiscal
2004, SumTotal Systems disposed of approximately $6,655,000 worth of assets and incurred a loss of $479,000 on
the disposal. Property and equipment consists of the following (in thousands):
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December 31,

2004 2003
Leasehold IMProvements.........ccvvevecriiiriiie e $ 208 % 675
Computer equipment and SOFtWAre...........ccovveeieiiiiieiceeeeere e, 7,462 9,989
Furniture and fIXTUIES .....oo.oooviieiceeee et rvee s 803 1,127
8,473 11,791
Less accumulated depreciation and amortization............cccoveeveeveeennn, (6,001) (10,283)
Total property and equUipment, Net........ccoocverrcrrricverinecre e $ 2472 % 1,508

NOTE 6: ACQUISITIONS, INTANGIBLE ASSETS AND GOODWILL

On March 18, 2004, Click2learn acquired Docent, a leading provider of integrated applications, services and
content solutions proven to directly drive business performance through learning, and formed SumTotal Systems.
The reasons for the acquisition included the belief that the combined company will be a strong, viable leader in the
business performance and learning management software industry, with increased financial strength and operational
efficiencies.

On March 18, 2004, stockholders of Click2learn received 0.3188 shares of common stock in SumTotal
Systems for each common share of Click2learn held, or approximately 52% of the total outstanding common stock
of SumTotal Systems, without taking into account the exercise of options prior to the closing date. On March 18,
2004, stockholders of Docent received 0.7327 shares of common stock in SumTotal Systems for each common share
of Docent held, or approximately 48% of the total outstanding common stock of SumTotal Systems, without taking
into account the exercise of options prior to the closing date. Outstanding options and warrants were converted into
options and warrants for the purchase of shares in SumTotal Systems in accordance with the same exchange ratios.
The transaction was accounted for as an acquisition of Docent by Click2learn under the purchase method of
accounting in accordance with SFAS No. 141, Business Combinations.

The total purchase consideration consists of the following (in thousands):

Fair value of SumTotal Systems’ common stock issued (1) .......ccoveviiiiiiiirennnnn, § 55663
Acquisition related Costs (2). ..ot e 2,120
SumTotal Systems’ stock options granted (3)......c.ccovrrererirnccrennrciirrreeenns 9,252

$ 67,035

(1)  The fair value of SumTotal Systems’ common stock issued represents 9,748,102 shares of SumTotal Systems
issued for Docent’s common stock outstanding on March 18, 2004, with a value of $5.71 per share. The $5.71
per share is equal to Click2learn’s average last sale price per share as reported on the NASDAQ National
Market for the trading-day period two days before and after October 20, 2003, the date of the merger
agreement, using the exchange ratio of 0.3188.

(2) The acquisition related costs consist of banking, legal and accounting fees, printing costs and other directly
related charges.

(3) SumTotal Systems’ stock options granted in exchange for Docent stock options were valued at $9.3 million
using the Black-Scholes valuation model assuming no dividend yield, volatility from 0.9205 to 1.2923, risk
free interest rate from 1.25% to 2.26% and expected lives of options ranging from 1.05 years to 3.2 years. The
intrinsic value of unvested stock options was $2.1 million which will be amortized over the remaining vesting
periods. The $2.1 million of deferred stock-based compensation represents the unearned portion, as of
December 31, 2003, of the intrinsic value of Docent’s common stock options assumed in the acquisition. The
deferred stock-based compensation is being amortized on an accelerated basis over the remaining vesting
periods of one to four years consistent with the graded vesting approach described in FIN No. 28, Accounting
Jor Stack Appreciation Rights and Other Variable Stock Option or Award Plans. Unvested stock options held
by certain directors and officers of both Click2learn and Docent were entitled to accelerated vesting as a result
of the transaction. SumTotal Systems recognized stock-based compensation of $291,000 as a result of
accelerated vesting to certain employees.

The total purchase consideration has been allocated to the assets and liabilities acquired, including identifiable
intangible assets, based on their respective fair values at the acquisition date and resulting in excess purchase
consideration over the net tangible and identifiable intangible assets acquired of $24.8 million. The following
condensed balance sheet data presents the fair value of the assets and liabilities acquired (in thousands):
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ASSELS ACQUITEA: . .oeeereiiiiiireeiiiiereestteses et ebteese e s resabesabae st besaaesatee st e sreesanestraansnesesesaenenbnanes

Cash and cash eqUIVALENTS.......ccooiruiiiicriinec ettt e e $ 27552
SROTE-EITN INVESHTIENLS .....eviveviieverracirrssereesiesae e etessesseseetneseesses s snansseesassesessessens 501
ACCOUNtS TECEIVADIE .......viveeiiec et 5,841
Prepaid expenses and Other CUITENt @SSELS.....c..evervivrrerreerierinreieere e e reeneserebeene e, 920
Property and SqUIPIIENT ......cviiiiiiiiecneririeenena et cceneneresesae s sesaeneseseresnsnans 2,021
INtAangIble @SSELS ......oeiuiriiiciiecc et 11,257
OHRET @SSEIS ..eiureiiieite e ettt ettt e sttt st s e e b s sabe s s e ea bt e e e sabeessresseeennnenenentnans 414
In-process research and development........c.ocecneicicnnniiiincc e, 1,326
GOOAWILL 1.ttt b e st eb st b et sttt ens 24782
74,614
Deferred stock based COMPENSALION ........covvveieriieriireriresirnnietereceerrrren e e 2,085
Liabilities aCqUITEA: .....coeveiierieeierteie ettt ettt sttt sbeans
Accounts payable and accrued liabilities .........cocvveviriievccneir e (6,578)
ReESIUCIUTING ACCTUAL .....iciiiieiir ettt sre s (800)
DEferTed rEVENUE ....c..oiviiiieeeieiiittriee ettt ettt sttt see e (2,286)
(9,664)
Total CONSIARTATION ......eeiiviiiiiieec ettt b e te e ettt st s e e ereeeabeaae e $ 67,035

Goodwill of $24.8 million, representing the excess of the purchase price over the fair value of tangible and
identifiable intangible assets acquired in the acquisition, will not be amortized, but is instead tested for impairment
at least annually, consistent with the guidance in SFAS No. 142, Goodwill and Other Intangible Assets. In addition,
a portion of the purchase price was allocated to the following identifiable intangible assets (in thousands, except
years):

Estimated Weighed

Average
Purchase Useful Lives

Price in Years
Core/developed technology......ccoovveivcrieccvnonnncniennn, $ 5,413 4.00
Customer installed-base relationships...........cccovivieerennnn. 2,605 6.00
Customer hosted relationships .......c.oceoeveireevecinenieienan, 1,014 5.00
Customer contract relationships.........coooovvevevcenocrnccreennan, 2,225 1.00
$ 11,257 3.96

SumTotal Systems assigned $1.3 million to acquired IPR&D that had not yet reached technological feasibility
and had no alternative future use. SumTotal Systems wrote off these assets at the date of acquisition in accordance
with FIN No. 4, Applicability of FASB No. 2, Business Combinations Accounted for by the Purchase Method. To
estimate the value of the IPR&D, the expected cash flows attributed to the completed portion of the IPR&D were
calculated. These cash flows considered the contribution of the core/developed technology, the risks related to the
development of the IPR&D and the percent complete as of the valuation date as well as the expected life cycle of the
technology. Finally, the cash flows attributed to the completed portion of the IPR&D, net of the core/developed
technology contribution, were discounted to their present value, using a discount rate of 25%, to estimate the value
of the [IPR&D. These projects were completed as part of the releases of SumTotal Suite 7.0 and 7.1 in December
2004 and April 2005, respectively.

The results of operations of Docent since March 19, 2004 are included in SumTotal Systems’ statement of
operations.
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The following unaudited pro forma information represents the results of operations for SumTotal Systems and
Docent for the year ended December 31, 2004 and 2003, as if the acquisition had been consummated as of January
1, 2004 and January 1, 2003, respectively. The deferred revenue allocation at closing had the effect of reducing the
amount of revenue the combined company would recognize in periods subsequent to the acquisition compared to the
amount of revenue Docent would have recognized in the same period absent the transaction. Excluded from pro
forma revenue is $3.8 million and $4.5 million for the years ended December 31, 2004 and 2003, respectively for
Docent. The pro forma net loss excludes amortization of intangible assets of $0.2 million and $0.9 million for the
years ended December 31, 2004 and 2003, respectively for Docent. The Docent intangible assets were eliminated at
the time of the merger. Net loss for 2003 includes acquired IPR&D of $1.3 million. Amortization of intangible
assets related to the acquisition of $2.8 million is included in net loss for 2004 and 2003. This pro forma information
does not purport to be indicative of what may occur in the future (in thousands, except per share amounts):

Year Ended December 31,
2004 2003
TOtAl TEVEIIUE ........oieeecicee e ettt e vt ae e er e et ee e $ 57,149 § 55265
N LOSS ..ttt ettt ettt sttt bt e e bt st eb e rees etk ema et bt ebe e 3 (24,773) § (20,445)
Net loss per share, basic and diluted..........ccoovvvieieniiiiiii e $ 121 § (1.08)
Weighted average common shares outstanding, basic and diluted...............c....c..... 20,423 18,985

Goodwill and other intangibles are as follows (in thousands):

December 31, 2004

Gross Carrying Accumulated Net Carrying
Amount Amortization Amount

GOOAWILL e $ 28,092 § (433) § 27,659
Intangible asSelS:...c.ociiviviuiicieeiie e et

Acquired technology ........cocevevveeveiniiineeeirieees 3 9,652 § (4,033) § 5,619

Customer installed-base relationships.........ccooeeceenn 3,054 (516) 2,538

Customer hosted relationships..........cooeeeevieninnne 1,014 (158) 856

Customer contract relationships ..o, 2,225 (1,74 478

$ 15945 % (6,454) § 9,491

The change in the gross carrying amount of goodwill in fiscal 2004 represents the addition of $24.8 million
for the Docent acquisition. The changes in gross intangible assets carrying amounts from December 31, 2003 to
December 31, 2004 represent the addition of $11.3 million for the Docent acquisition, the addition of $409,000 for
the Docent Asia Pacific asset purchase and the addition of $39,000 for the Click2learn Japan KK asset purchase.
There was no impairment of goodwill in the years ended December 31, 2004, 2003 or 2002.

Expected future amortization expense related to intangible assets is approximately $3,583,000 in 2005,
$2,336,000 in 2006, $2,020,000 in 2007, $965,000 in 2008, $494,000 in 2009 and $93,000 in 2010.

NOTE 7: ASSET PURCHASE AGREEMENTS

During the third quarter of fiscal 2004, SumTotal Systems acquired the assets and certain liabilities of two
foreign distributors and settled all disputes regarding exclusive sales agreements in both regions. Formerly, these
distributors were in markets where SumTotal Systems had more than one exclusive distributor resulting from the
acquisition of Docent by Click2learn.

On July 12, 2004, SumTotal Systems purchased the remaining 80.1 percent share of Docent Asia Pacific Pty
Ltd. of Sydney, Australia that it did not already own. Docent Asia Pacific Pty. Ltd. had been accounted for using the
equity method of accounting. On the same date, SumTotal Systems also entered into an agreement with Impart
Corporation Pty Ltd., a sub-distributor for Docent Asia Pacific Pty Ltd to continue to represent SumTotal Systems in
selected accounts until April 2005 and to settle all outstanding claims. The total consideration for these transactions
was $550,000 in cash which was allocated to the assets and liabilities received, including identifiable intangible
assets, based on their respective fair values at the acquisition date. The $104,000 attributed to the distributor
settlement is included in sales and marketing expense for the year ended December 31, 2004.
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The portions of the purchase price allocated to customer contracts, $261,000, and customer relationships,
$148,000, are included in intangible assets on the consolidated balance sheet and are being amortized on a straight-
line basis over periods of ten months and five years, respectively.

On August 5, 2004, SumTotal Systems purchased the assets and certain scheduled liabilities of Click2learn
Japan KK, which was formerly a joint venture of which SumTotal Systems owned 36%, for the commitment to pay
a 5% royalty on all revenues earned in Japan over the next six years and a $320,000 non-refundable prepayment of
that royalty. If the 5% royalty payments on all revenues earned in Japan over the next six years exceed $320,000, the
future royalty expenses will be recorded to cost of revenue in the period they are incurred. SumTotal Systems also
agreed to provide Softbank certain licenses and support at no charge over the next ten years.

The portion of the purchase price allocated to customer contracts, $39,000, is included in intangible assets on
the consolidated balance sheet and will be amortized on a straight-line basis over a period of ten months.

NOTE 8: EQUITY INVESTMENT IN SUBSIDIARY

In 2000, Click2learn Japan KK, a Japanese corporation, was formed to promote SumTotal Systems’ products
in Japan. SumTotal Systems recognized losses of $169,000, $100,000 and $200,000 in the years ended December
31,2004, 2003 and 2002, respectively, representing its equity share in the losses of Click2learn Japan KK. No sales
were made to Click2learn Japan KK in 2004, 2003 or 2002. As part of the asset purchase agreement with Softbank
Media & Marketing Corporation, Softbank Publishing Inc. and Toppan Forms Co. Ltd. on August 5, 2004, we
transferred our shares in Click2learn Japan KK to Softbank Media and Marketing and as a result we will not have
any further equity related expenses relating to the losses of this company.

NOTE 9: BANK CREDIT FACILITY

In March 2004, SumTotal Systems cancelled its $10.0 million working capital line at Silicon Valley Bank.
SumTotal Systems paid a fee of $70,000 to Silicon Valley Bank associated with the cancellation that is recorded in
general and administrative expenses and incurred a charge of $67,000 associated with warrants related to the line of
credit that is recorded in interest expense. The line of credit balance was $3.5 million at December 31, 2003.

NOTE 10: RESTRUCTURING

The acquisition of Docent by Click2learn in the first quarter of fiscal 2004, forming SumTotal Systems,
caused excess facilities and redundant employee positions.

$800,000 of the Docent purchase price has been allocated to accrue future rental costs for a building in
Mountain View, California that was exited in September 2002.

During the first quarter of fiscal 2004, SumTotal Systems recorded an $889,000 restructuring charge, which
consisted of $717,000 in employee severance costs and $172,000 in facility exit costs. Employee severance consists
of severance and other benefits resulting from a reduction in force across all Company functions of thirty-three
employees. Facility costs represent the fair value of the lease liabilities relating to the closure of a facility in
Framingham, Massachusetts which includes contractual sublease income.

During the second quarter of fiscal 2004, SumTotal Systems recorded an additional $248,000 restructuring
~charge, which consisted of $93,000 in employee severance costs and $155,000 in facility exit costs. Employee
severance consists of severance and other benefits resulting from a reduction of three service and maintenance
employees and one sales and marketing employee. Facility costs represent the fair value of the lease liabilities
relating to the partial closure of a facility in Bellevue, Washington which includes contractual sublease income.

The following table depicts the 2004 restructuring activity (in thousands):

Balance at
December 31, Purchase Price Cash Balance at
2003 Allocation Additions Expenditures December 31, 2004
Vacated facilities................. $ — ¥ 800 $ 327 % (621) $ 506
Employee severance............ — — 810 (810) —
$ — § 800 % 1,137 § (1,431) $ 506

Accrued amounts for vacated facilities will be paid over the lease term of the Mountain View, California,
Framingham, Massachusetts and Bellevue, Washington facilities, which end in May 2005, January 2006 and
December 2008, respectively.
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NOTE 11: COMMITMENTS AND CONTINGENCIES

Contractual obligations at December 31, 2004 are as follows (in thousands):

Payments Due by Period

Less Than
Total 1 Year 1-2 years 2 - 3 years 3 -4 years 4 - S years Thereafter
Operating 1eases........ccoeveivirevrvincenenns $ 6,133 § 1,817 § 1425 § 1,359 § 1,130 § 346 § 56
Accrued restructured facility lease
PAYMENTS ..o 506 405 40 33 28 — —
$ 6,639 § 2222 % 1,465 3§ 1,392 % 1,158 $ 346§ 56

Rent expense under operating leases was approximately $2,340,000, $1,724,000 and $1,767,000 during the
years ended December 31, 2004, 2003 and 2002, respectively.

SumTotal Systems has entered into various arrangements with hosting services vendors and various non-
cancelable operating facility lease agreements for its offices throughout the U.S. and for its international subsidiaries
with original lease periods expiring through 2010. In addition, SumTotal Systems is under contract to fulfill its
obligations for facility leases for offices that were subleased to third party companies under restructuring plans. The
difference between the future operating lease liabilities and the fair market value of the operating leases is accrued
within the restructuring accrual balance.

In September 2002, Docent entered into an agreement with a third party software company to resell that
company’s product through August 2003. Under the agreement, Docent committed to purchase $1.0 million of the
software company’s software over the first year of the agreement. In September 2003, Docent amended the
agreement to extend the $1.0 million commitment until Aprii 2005. As a part of the acquisition of Docent, SumTotal
Systems acquired Docent’s obligations under this agreement. This agreement was later amended in December 2004,
and SumTotal Systems was released from its obligation to achieve the commitment.

From time-to-time, third parties assert patent infringement claims against SumTotal Systems in the form of
letters, lawsuits, and other forms of communication. Currently, SumTotal Systems is engaged in several lawsuits
regarding patent issues and has been notified of a number of other potential patent disputes. In addition, from time-
to-time, SumTotal Systems is subject to other legal proceedings and claims in the ordinary course of business,
including claims of alleged infringement of trademarks, copyrights and other intellectual property rights. SumTotal
Systems does not believe, based on current knowledge, that any of the foregoing legal proceedings or claims are
likely to have a material adverse effect on its financial position, results of operations or cash flows, SumTotal
Systems believes that the patent infringement cases are without merit and is defending, and plans to continue to
defend, against them vigorously. However, the results of litigation cannot be predicted with certainty. Defending
each of these actions, regardless of the outcome, may be costly, time-consuming, distract management personnel and
have a negative effect on SumTotal Systems’ business. An adverse outcome in any of these actions (including a
judgment or settlement where SumTotal Systems may be required to license patents on terms that may or may not be
favorable to SumTotal Systems, or if SumTotal Systems is forced to alter its website or its software products) may
cause a material adverse effect on its future business, operating results and/or financial condition.

NOTE 12: GUARANTEES, WARRANTIES AND INDEMNIFICATION

SumTotal Systems has adopted FIN No. 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others. FIN No. 45 provides expanded accounting
guidance surrounding liability recognition and disclosure requirements related to guarantees. In the ordinary course
of business, SumTotal Systems is not subject to potential obligations under guarantees that fall within the scope of
FIN No. 45 except for standard indemnification and warranty provisions that are contained within many of its
customer license and service agreements and give rise only to the disclosure requirements prescribed by FIN No. 45.

Indemnification and warranty provisions contained within SumTotal Systems’ customer license and service
agreements are generally consistent with those prevalent in the industry. The duration of product warranties are
generally between 90 to 365 days following delivery of the products. Significant obligations under customer
indemnification or warranty provisions have not been incurred historically and are not expected in the future.
Accordingly, accruals for potential customer indemnification or warranty-related obligations are not maintained.
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SumTotal Systems has entered into indemnification agreements with its directors and certain of its officers
that will require SumTotal Systems, among other things, to indemnify them against certain liabilities that may arise
by reason of their status or service as directors or officers. SumTotal Systems has also agreed to indemnify certain
former officers, directors and employees of acquired companies in connection with the acquisition of such
companies. SumTotal Systems maintains director and officer insurance, which may cover certain liabilities arising
from its obligation to indemnify its directors and officers and former directors, officers and employees of acquired
companies, in certain circumstances.

NOTE 13: STOCKHOLDERS’ EQUITY
Common Stock

On March 18, 2004, as a part of the acquisition of Docent by Click2learn, SumTotal Systems issued 9,748,102
shares of common stock in order to convert all outstanding Docent common stock shares into SumTotal Systems
shares. Docent shares were converted at a ratio of 0.7327 Docent shares per SumTotal Systems share.

The terms of the outstanding warrants at December 31, 2004 are summarized in the following table:

Total Number of

Original Warrant Holder(s) Common Shares Exercise Price Expiration Date
Castle Creek Technology Partners

LLC e 65,462 $ 28.39 December 12, 2005
Jefferies & Company, Inc.................. 20,467 7.16  November 20, 2006
January 11, 2002 Investors................ 3,754 7.16  December 10, 2006
Jefferies & Company, Inc..........c..... 8,990 7.16  December 10, 2006
Commonwealth Associates, L.P........ 3,894 7.16 December 10, 2006
ComVest Venture Partmers, L.P......... 1,912 7.16 December 10, 2006
June 20, 2003 Investors ..........cccvene.. 832,445 5.96  June 20, 2008
Craig-Hallum Capital Group, LLC.... 118,923 5.96  June 20, 2008
November 20, 2001 Investors............ 436,756 10.48 November 18 and 20, 2008
December 10, 2001 Investors............ 149,836 10.48  December 10, 2008

1,642,439 $ 8.50

On December 12, 2000, SumTotal Systems sold 130,924 shares of common stock to Castle Creek for an
aggregate purchase price of $5.0 million. In connection with the purchase of common stock, SumTotal Systems
13sued warrants for the purchase of 65,462 shares of common stock at an exercise price of $45.83 per share. An anti-
dilution clause was triggered by the private placement transactions closing in 2001 and 2003 resulting in aggregate
adjustments to the exercise price of the warrants from $45.83 per share to $28.39. The warrants were all outstanding
as of December 31, 2004 and 2003 and expire on December 12, 2005.

In transactions closing on November 20, 2001 and December 10, 2001, SumTotal Systems sold 1,173,184
shares of common stock to several accredited investors for an aggregate purchase price of $9.2 million. In
connection with the purchase of the common stock, SumTotal Systems issued the investors wartrants for the
purchase of an additional 586,592 shares of common stock at an exercise price of $12.55 per share. An anti-dilution
clause was triggered by the private placement transaction closing in 2003 resulting in an adjustment to the exercise
price of the warrants from $12.55 per share to $10.48. Jefferies & Company, Inc. acted as placement agent in
connection with these transactions and was issued warrants for the purchase of 20,467 common shares on November
20, 2001 which expire on November 20, 2006 and for the purchase of 8,990 common shares on December 10, 2001
which expire on December 10, 2006, both at an exercise price of $7.84 per share. An anti-dilution clause was
triggered by the private placement transaction closing in 2003 resulting in an adjustment to the exercise price of the
warrants from $7.84 per share to $7.16. On November 20, 2001, SumTotal Systems issued warrants to ComVest
Venture Partners, L.P. for the purchase of 1,912 shares and to Commonwealth Associates, L.P. for the purchase of
3,894 shares, both at an exercise price of $7.84 per share. An anti-dilution clause was triggered by the private
placement transaction closing in 2003 resulting in an adjustment to the exercise price of the warrants from $7.84 per
share to $7.16. The warrants expire on November 20, 2006. Both ComVest Venture Partners, L.P. and
Commonwealth Associates, L.P. acted as placement agents in connection with a portion of the private placement
closing on November 20, 2001. The warrants were all outstanding at December 31, 2004 and 2003.

In connection with the establishment of a line of credit with Silicon Valley Bank, on December 6, 2002,
SumTotal Systems issued Silicon Valley Bank a warrant for the purchase of 57,806 shares of common stock at an
exercise price of $3.45 per share. On December 11, 2003, SumTotal Systems issued 28,093 shares to Silicon Valley
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Bancshares in connection with the exercise of the warrant. The warrant was exercised on a “net exercise” basis in
which it was fully exercised by canceling the number of warrant shares having a fair market value on the exercise
date equal to the aggregate exercise price for the number of shares being issued under the warrant.

On June 20, 2003, SumTotal Systems sold to certain accredited investors a total of 2,378,453 shares of our
common stock at a price of $5.23 per share in a private placement transaction. SumTotal Systems also sold warrants
to purchase 832,445 shares of common stock at an exercise price of $5.96 per share. The purchase price for the
warrants was $0.39 per warrant. Craig-Hallum Capital Group, LLC acted as placement agent in the transaction. The
aggregate offering price for the shares and warrants was approximately $12,771,000 and the placement agent was
issued warrants for the purchase of an additional 118,923 shares on the same terms as the warrants issued to
investors. The warrants were all outstanding at December 31, 2004 and 2003, and expire on June 20, 2008.

Preferred Stock

As of December 31, 2004, SumTotal Systems had 5,000,000 shares of preferred stock authorized at a par
value of $0.001 per share. No preferred stock was issued and outstanding as of December 31, 2004 or 2003.

Employee Stock Purchase Plan

SumTotal Systems assumed the Click2learn 1999 ESPP in connection with the acquisition of Docent. On each
January 1%, the aggregate number of shares reserved for issuance is adjusted so that 450,000 shares of SumTotal
Systems common stock is reserved for issuance each calendar year. Employees participate in the ESPP through
after-tax payroll deductions, which may not be less than 1% or more than 10% of the employee’s total pre-tax cash
compensation. Each offering of common stock under the ESPP is for a period of twenty-four months. Offering
periods commence on February [+ and August 1 of each year. Each offering period consists of four six-month
purchase periods during which payroll deductions of the participants are accumulated. The purchase price of shares
that are acquired in any purchase period under the ESPP is 85% of the lesser of the fair market value of the shares on
the first day of an offering period or the fair market value of the shares on the purchase date. The ESPP will continue
until the earlier to occur of: (1) termination of the ESPP by the SumTotal Systems Board of Directors; (2) the
issuance of all the shares of common stock reserved for issuance under the ESPP; or (3) March 24, 2009. In 2004,
SumTotal Systems recognized $233,000 in stock-based compensation expense relating to increasing the amount of
shares available for purchase in the SumTotal Systems Employee Stock Purchase Plan, per FIN No. 44, Accounting
Jor Certain Transactions Involving Stock Compensation, an interpretation of APB 25.

Stock Option Plans

SumTotal Systems has adopted stock option plans and assumed stock option plans from acquisitions (the
“Plans”) that provide for the issuance of stock options to officers, employees, consultants, and difrectors to acquire
up to 7,452,000 shares of common stock. The Compensation Committee determines the terms and conditions of
options granted under the Plans, including the exercise price. The exercise price for incentive stock options shall not
be less than the fair market value at the date of grant, and the options expire ten years from the date of grant. Option
grants generally vest at 25% after the first year and ratably each month thereafter for the next three years. When
options are issued at less than fair market value, compensation expense is recorded. All canceled options revert back
to the option pool, other than options assumed under the 2000 IntelliPrep Equity Incentive Plan.

At the time of the acquisition of Docent, stockholders approved a total of 3,000,000 shares of SumTotal
Systems’ common stock to be reserved for issuance under the SumTotal Systems 2004 Equity Incentive Plan (“the
2004 Plan”). The 2004 Plan provides for the grant of the following types of incentive awards that are referred to
individually as an “Award™:

+  stock options;

»  stock appreciation rights;

»  stock awards, restricted stock and stock units; and
+  performance units and performance shares.

Those who are eligible for Awards under the plan include employees, directors, consultants, independent
contractors or other persons who provide services to SumTotal Systems and its affiliates.

The weighted average fair value of options granted was $7.42, $4.83 and $3.23 for the years ended December
31, 2004, 2003 and 2002, respectively.
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A summary of SumTotal Systems’ stock option activity is as follows:

Outstanding Options

Shares Available for Weighted Average
Grant Number of Shares Exercise Price

Balances at December 31, 2001 ..........ccoooovviiecinennn. 884,200 1,807,317 $ 20.36
Options Sranted..........ccooeeeeiicenienciiereneene, (869,040) 869,040 3.23
Options eXerCised.......cvcvvrivrviereriicrrcrrrrecreeie i — (14,715) 6.49
Options cancelled—Intelliprep Plan .........c.ooeneee, — (34,796) 9.60
Options cancelled—all other Plans........................... 637,740 (637,740) 19.89
Balances at December 31, 2002 .........ccoovvvvvieeneen. 652,900 1,989,106 13.14
Options granted.........ccooiveeineciencnncerene e (440,142) 440,142 4.83
Options eXercised.......ocvvriireererier e — (65,668) 1.63
Options cancelled............coecevncimnicnininnen, 431,445 (431,445) 13.68
Balances at'December 31,2003 ..o, 644,203 1,932,135 11.51
Retirement of unissued Click2learn shares................. (484,003) — 11.97
Acquisition of Docent options ..........c.ceevevercininine. — 2,811,731 7.49
Additional shares reserved.........cccocevvviivieeecieieeninnnn, 3,000,000 — —
Options granted..........ocoevivieeeiirereienceneee e (2,521,360) 2,521,360 7.42
Options EXercised......cooovevirrerrenvcenniinie s - (276,327) 3.18
Options cancelled........coocooeeivenriininciincice, 1,012,992 (1,012,992) 10.91
Balances at December 31, 2004 .........c.ccoveveevennnennn, 1,651,832 5,975,907 $ 8.39

The following table summarizes information concerning currently outstanding and exercisable options at
December 31, 2004:

Options Qutstanding Options Exercisable
Weighted Average
Range of Remaining Weighted Average Weighted Average
Exercise Prices Number of Shares Contractual Life Exercise Prices Number of Shares Exercise Prices
§ 1.07-362 1,448,073 7.92 years $2.88 840,364 $2.63
3.67-7.37 1,101,913 7.67 years 5.73 539,689 5.87
7.43-7.62 1,746,779 9.28 years 7.62 320,831 7.62
7.72-11.38 1,085,415 7.84 years 9.11 572,823 9.57
11.57-62.55 586,771 4.96 years 27.03 580,139 27.09
83.42 6,956 5.88 years 83.42 6,956 83.42
$ 1.07-83.42 5,975,907 7.97 years 8.39 2,860,802 10.35

Stock Reserved for Issuance

SumTotal Systems had common stock reserved for future issuance at December 31, 2004 as follows (in
thousands): L

SEOCK OPHON PIAIS ...ttt et s 7,452
WWAITANES «.ooeiiiiiiiiee et ce s ettt e e et et e eeetb e e e e e rateeasaesabeseseeababa e easbbatsesesasassaseaarnraeaeeaetnarnsasssseees 2,211
Employee stock purchase PLan ..........cccovooreiiiiince et 450

Total shares reserved fOr ISSUANCE .......ovviviviiiiiiii ittt ee et et ee e e 10,113

Approximately 569,000 shares of common stock remain reserved for warrants that have expired prior to
December 31, 2004.
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NOTE 14: DISCONTINUED OPERATIONS

During January 2002, SumTotal Systems sold certain assets of its content development business, including
equipment and a customer list to NIIT under an Asset Purchase agreement for $1.0 million, resulting in a gain of
$927,000 based on the book value of those assets. As a result of the transaction with NIIT, SumTotal Systems
significantly reduced its headcount of its custom content development business and closed certain facilities. During
the third quarter of 2002, SumTotal Systems completed the discontinuation of its remaining custom content
development business by early termination of its contract to develop content for the WANG. As part of the
negotiation to terminate the contract, SumTotal Systems agreed to forego the collection of $4.5 million in accounts
receivable. Results related to its custom content development business for the year ended December 31, 2002 and
prior years have been reclassified as loss from discontinued operations. For the year ended December 31, 2002,
SumTotal Systems reclassified $248,000 of revenue, $2.7 million of costs related to revenue, $6.1 million of
expenses, and $927,000 of other income as a loss from discontinued operations of $7.6 million.

Summarized operating results of the discontinued operations for the year ended December 31, 2002 are as
follows (in thousands):

2002
REVEIIIES ...t oeititiet ettt ettt ettt ettt es et et e e sttt ee bt eae e $ 248
GTOSS THALEIN 1.ttt etttk e st oe e b e s e e e s b e e b eten et e e satns $  (2,468)
OPETALING 1088 .. oceiierciirietrieriete et ettt b et eb et st sbet e ste bbbt s s st e st et ate st et enereebetansets $ (8,526)
Loss from discontinued OPEIatiONS. ......c.cveiiirecieritiiiiiccscn ettt s et $  (7,600)

NOTE 15: SEGMENT INFORMATION

SFAS No. 131, Disclosure about Segments of an Enterprise and Related Information, requires that companies
report separately in the financial statements certain financial and descriptive information about operating segments
profit or loss, certain specific revenue and expense items and segment assets. The method for determining what
information 1s reported is based on the way that management organizes the operating segments for making
operational decisions and assessments of financial performance. SumTotal Systems’ chief operating decision maker
is considered to be the Chief Executive Officer (“CEQ”). The CEO reviews financial information presented on a
consolidated basis for purposes of making operating decisions and assessing financial performance. The
consolidated financial information reviewed by the CEQ is similar to the information presented in the accompanying
consolidated financial statements of operations. Currently, management does not use product line financial
performance as a basis for business operating decisions. Therefore, SumTotal Systems has determined that it
operates in a single reportable segment.

Revenues by geographic region which are based on the location of the customers are as follows (in
thousands):

Year Ended December 31,
2004 2003 2002
Percent of Percent of Percent of
Revenue Revenue Revenue Revenue Revenue Revenue
United States......oovvvveevieiiiireieeeie e, $ 39,286 71% $ 25815 88% § 25,771 85%
Europe....cooovvieeiiiiecc e, 12,327 22% 2,347 8% 3,780 12%
Other AMETICAS ....vveveeveeieree e, 1,159 2% 6356 2% 673 2%
Asia/Pacific. ..o, 2,432 5% 669 2% 253 1%
$ 55204 100% $ 29,487 100% $ 30,477 100%

For the years ended December 31, 2004, 2003 and 2002, international revenue from SumTotal Systems’
foreign subsidiaries accounted for approximately 29%, 12% and 15%, respectively, of total revenues.

Long-lived assets, which represent property, plant and equipment, goodwill and other intangible assets, net of
accumulated depreciation and amortization, by geographic location are as follows (in thousands):
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Year Ended December 31,

2004 2003
NOTHHR AIETICA .. oot vttt ettt et ctee et e et st et es bbb bt et e e ses b sesesbeneabess anesbenesbesenbenesbenes $ 39959 § 8340
BUTOPE vttt ettt s et s r et e s s s et st 203 51
T L VOO OO OSSO PO U ST O PO U TR PR STOTPUUROT 439 258
ASTA/PACITIC ..coviiv ettt bbb s 161 —

$ 40,762 § 8,649

One customer accounted for 18% and 14% of SumTotal Systems’ total consolidated revenues from continuing
operations in 2003 and 2002, respectively. No customer accounted for greater than 10% of SumTotal Systems’ total
consolidated revenues in 2004.

One customer accounted for 15% of SumTotal Systems” accounts receivable, net of allowance for sales
returns and doubtful accounts at December 31, 2004 and one other customer accounted for 11% of SumTotal
Systems’ accounts receivable, net of allowance for sales returns and doubtful accounts at December 31, 2003.

NOTE 16: INCOME TAXES

Net loss before income taxes consists of the following (in thousands):

Year Ended December 31,

2004 2003 2002
UNIEd STALES...vveveve vttt et ee e ebcsnene s eseans § (14,241) § (6,239) § (18,028)
FOTEIGD 1.ttt sttt e et e b e (1,725) 108 (86)

S (15966) $ (6,131) § (18,114)

The provision for income taxes for the years ended December 31, 2004, 2003 and 2002 consists of the foreign
taxes incurred in profitable jurisdictions and state taxes (in thousands):

Year Ended December 31,

2004 2003 2002
CUITENL . oireecee et ettt e eee e e st e e tv e e s mtesserns s e tbesasabeeetbesssbbesetbessatnnsaesssesnerssseeens
TUDEEA SEALES ©. vttt et e et e et eess e e et et st e e b e et st eemss v res et eneneaesaeeteneneseeneas $§ — $ — & —
A et e et ee e e e e e ket e b et et e rh et e e e s e ar et e e teeeb e e bt s e b e aabeerte e neeeerassrre e eneesntentean 40 29 —_
FOTEIGN vttt ettt et et bbb sttt s essen e 26 — —

SumTotal Systems’ income tax benefit differs from the expected income tax benefit computed by applying the
U.S. federal statutory rate of 34% to net loss before income taxes as follows (in thousands):

December 31,

2004 2003 2002

Income tax benefit at statutory rate of 34%.......ccovevevcirnricenrecnireceienen, $ (5,428) § (2,085 § (6,159)
Operating losses not benefited ..., 3,523 2,160 6,057
Permanent differences ........oovevviiiiiiniinionicein e

Amortization of intangible assets ............coceciereneireiriieirenie e 1,122 — —

Equity in losses of affiliate ........ccocevncciincnic 57 34 68

TPR&D WIite-0fT.....voviieiiiiee et 451 — —

Stock-based COMPENSALION. .....cvrvierririeriirree oo ireseeeseenes 234 (144) (26)

Other permanent differences...........c.cccovcnivvinieiiiiiciini e, 41 35 60
SHALE TAKES «.evireieiiit ettt e 40 29 —
FOrEign taXeS ....o.covevirii ettt 26 — —

$ 66 § 29 % —
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As of December 31, 2004, SumTotal Systems had federal net operating loss carry-forwards (“NOL”) and
research and development tax credit carry-forwards (“R&D”) available to offset future taxable income, whose
expiration dates approximated the following (in thousands):

NOL R&D
2005 et et — ettt e e et ettt et ner e $ 7,426 $ 236
From 2006 through 2011 ..oooeviiiiiee e 105,041 1,723
From 2012 through 2024 ... 238,801 3,741

§ 351,268 § 5,700

As of December 31, 2004, SumTotal Systems had NOL carry-forwards for state tax purposes of
approximately $47 million.

Approximately $152 million of the federal NOL carry-forwards were acquired in business combinations. If
these acquired NOL carry-forwards become recoverable in the future, they will first be used to reduce to zero any
goodwill associated with the business combinations prior to being used to reduce any income tax expense.

SumTotal Systems’ ability to utilize net operating losses and credits may be subject to a substantial {imitation
due to the change in ownership, as defined in the Internal Revenue Code Section 382 and similar state provisions.
The annual limitation may result in the expiration of net operating losses and credits before utilization. The federal
and state tax loss carry-forwards are available to reduce future taxable income and expire at various dates beginning
in 2005, if not utilized. SumTotal Systems estimates that approximately $214 million of the NOL carry-forwards
will not be utilizable because of the Internal Revenue Code Section 382 limitation.

Deferred income tax assets consist of the following (in thousands):

December 31,

2004 2003
United States net operating loss carry-forwards...........cccooceene. $ 120,831 § 72,545
Foreign net operating loss carry-forwards .......c..oococoovnrnniennnn. 2,224 1,628
Research and development tax credit carry-forwards............... 7,454 3,638
Other provisions and expenses not currently deductible........... 3,501 1,707

134,010 79,518
Valuation allowance for deferred tax assets......c.cccocvvvevrrnanenn, (134,010) (79,518)

Net deferred tax aSSetS.....covvecrvrierricrimirecririeniereeneenes $ — 3 —

For financial reporting purposes, a valuation allowance has been established due to the uncertainty of the
realization of the deferred tax assets. The valuation allowance for deferred tax assets increased $54,492, decreased
$11,374 and increased $14,730 in the years ended December 31, 2004, 2003 and 2002, respectively. Approximately
$52,698 of the increase in SumTotal Systems’ deferred tax assets, and related valuation allowance in 2004, is due to
the addition of Docent’s federal and state NOL carry-forwards and tax credit carry-forwards. At such time as it is

determined that it is more likely than not that the deferred tax assets are realizable, the valuation allowance will be
reduced.

Approximately $544,000 of the valuation allowance is attributable to stock options, the benefit of which will
be credited to additional paid in capital when realized.

The American Jobs Creation Act of 2004 provides for a special one-time dividends received deduction on the
repatriation of certain foreign earnings to a U.S. taxpayer, provided certain provisions are met. SumTotal Systems
has not completed its evaluation of the effects of the repatriation provision and the company expects to complete the
evaluation during the second half of 2005.

NOTE 17: RELATED PARTY TRANSACTION

In March 2004, subsequent to the acquisition of Docent, SumTotal Systems forgave the $139,000 outstanding
loan of Mr. Mandelkern, a former member of the Docent Board of Directors and the former Executive Vice

President, Chief Technology Officer and co-founder of Docent, and recorded the transaction as a general and
administrative expense.
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NOTE 18: EMPLOYEE BENEFIT PLAN

SumTotal Systems adopted a 401(k) Profit Sharing Plan and Trust (the “401(k) Plan™), to provide for
voluntary salary deferral contributions on a pre-tax basis in accordance with Section 401(k) of the Internal Revenue
Code of 1986, as amended. The 401(k) Plan allows eligible employees to contribute up to 60% of their pre-tax
salary, subject to a maximum IRS contribution limit, for the year ended December 31, 2004, subject to certain
limitations. The 401(k) Plan provides for employer contributions at the discretion of the Board of Directors. No
amounts have been contributed by SumTotal Systems to the 401(k) Plan through December 31, 2004.

NOTE 19: SUBSEQUENT EVENTS

On April 5, 2005, SumTotal Systems received a Staff Determination notice from the NASDAQ Stock Market
stating that it is not in compliance with NASDAQ’s Marketplace Rule 4310(c)(14) because it has not yet filed its
Report on Form 10-K for its fiscal year ended December 31, 2004. Therefore, SumTotal Systems’ securities are
subject to delisting. SumTotal Systems appealed this determination and had a hearing on the appeal. The NASDAQ
Listing Qualifications Panel, on June 29, 2005, rendered its decision granting SumTotal Systems an extension to
August 1, 2005 to file its Annual Report on Form 10-K for the fiscal year ended December 31, 2004 and its
Quarterly Report on Form 10-Q for the quarterly period ended March 31, 2005.

On May 26, 2005, SumTotal Systems, with approval from the Compensation Committee of the Board of
Directors, granted 275,000 shares of restricted stock to certain executive staff. The restricted stock grants were at a
consideration of $0.001 per share and vest 25% after the first anniversary from the grant date, an additional 25%
after the second anniversary from the grant date, and become fully vested after the third anniversary from the grant
date. These grants are subject to full acceleration upon a Change of Control as set forth in each executive’s Change
of Control Agreement with SumTotal Systems. The stock compensation expense to be recorded is $296,000,
$296,000 and $590,000, which will be recorded on a monthly basis over the first, second and third years following
the original stock grant, respectively.

On May 31, 2003, the Board of Directors of SumTotal Systems approved the acceleration of vesting of certain
unvested and “out-of-the-money” stock options with exercise prices equal to or greater than $5.60 per share
previously awarded to its employees, including its Section 16 officers, under each of the SumTotal Systems’ equity
compensation plans. This approval was based on a recommendation of the Compensation Committee of the Board of
Directors, which consists entirely of independent directors, and reflects an approximate 10% premium over the
average closing price of SumTotal Systems’ common stock over the ninety-day period prior to the determination.
The acceleration of vesting was effective for stock options outstanding as of May 20, 2005. Options to purchase
approximately 1.6 million shares of common stock, or 64% of SumTotal Systems’ outstanding unvested options,
446,000 of which are held by Section 16 Officers, will become exercisable upon SumTotal Systems’ compliance
with NASDAQ and SEC rules.

The purpose of the acceleration is to enable SumTotal Systems to avoid recognizing the future compensation
expense associated with the adoption of SFAS No. 123R, Share-Based Payment. SFAS No. 123R, when effective,
will require all share-based payments to employees, including granting of employee stock options, to be recognized
as compensation expense on SumTotal Systems’ consolidated statement of operations, rather than as a disclosure in
the Notes to the Consolidated Financial Statements, based on their fair values. SFAS No. 123R will become
effective to SumTotal Systems beginning in the first quarter of fiscal year 2006. The pre-tax charge to be avoided
amounts to approximately $7.0 million over the course of the remainder of the original vesting periods, which, on
average, is approximately 1.9 years from January 1, 2006. The acceleration of the vesting of these options did not
result in a charge based on generally accepted accounting principles because there was not a modification of the
option grants. SumTotal Systems also believes that because the options to be accelerated have exercise prices in
excess of the current market value of the SumTotal Systems’ common stock, the options have limited economic
value and are not fully achieving their original objective of incentive compensation and employee retention.

On July 13, 2005, SumTotal Systems entered into a five year lease for new office premises for its U.K.
operations. SumTotal Systems plans to move into the new location during September 2005, and at that point, will
exit its current location. As of June 30, 2005, the remaining lease obligation on the vacated premises through
November 2007 was $446,000.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.
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ITEM 9A. CONTROLS AND PROCEDURES
{a) Evaluation of Disclosure Controls and Procedures

Management, including our Chief Executive Officer and Chief Financial Officer, conducted an evaluation of
the effectiveness of the design and operation of our disclosure controls and procedures, as defined in Rules 13a-
15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended, as of December 31, 2004. Our
disclosure controls and procedures are designed to ensure that information required to be disclosed by us in the
reports that we file or submit under the Exchange Act is recorded, processed, summarized and reported accurately
and on a timely basis.

Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer have concluded that our
disclosure controls and procedures were not effective as of December 31, 2004 because of the material weaknesses
discussed below.

To address the material weaknesses described below, we performed additional analyses and other post-closing
procedures to ensure our consolidated financial statements were prepared in accordance with generally accepted
accounting principles. Accordingly, management, including our Chief Executive Officer and Chief Financial
Officer, believe the consolidated financial statements included in this report fairly present, in all material respects,
our financial condition, results of operations and cash flows for the periods presented.

(b) Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting as defined in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934. Our internal
control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles in the United States (“U.S. GAAP”).

Our management assessed the effectiveness of our internal control over financial reporting as of December 31,
2004. Management’s assessment identified the following material weaknesses in the Company’s internal control
over financial reporting as of December 31, 2004:

1. Inadequate company-level controls. We did not maintain effective company-level controls as defined in the
Internal Control—Integrated Framework published by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO). These deficiencies related to each of the five components of internal control as defined by
COSO (control environment, risk assessment, control activities, information and communication, and monitoring).
Specifically,

»  Qur control environment did not sufficiently promote effective internal control over financial
reporting throughout our management structure, and this material weakness was a contributing
factor in the development of other material weaknesses described below;

*  We had inadequately trained finance and accounting personnel with appropriate expertise in U.S.
generally accepted accounting principles. Accordingly, in certain circumstances, an effective
secondary review of technical accounting matters was not performed;

+  We had inadequate risk assessment controls, including inadequate mechanisms for anticipating and
identifying financial reporting risks; and for reacting to changes in the operating environment that
could have a material effect on financial reporting;

*  We had inadequate monitoring controls, including inadequate staffing and procedures to ensure
periodic evaluations of internal controls to ensure that appropriate personnel regularly obtain
evidence that controls are functioning effectively and that identified control deficiencies are
remediated timely;

«  The general controls over our IT environment were not adequately documented or monitored. In
addition, access controls and segregation of duties between key IT functions were inadequate;

*  We had inadequate access and change controls over end-user computing spreadsheets. Specifically,
our controls over the completeness, accuracy, validity and restricted access and review of certain
spreadsheets used in the period-end financial statement preparation and reporting process were
either not designed appropriately or did not operate as designed; and
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»  There was inadequate communication from management to employees regarding the general
importance of controls and employees’ duties and control responsibilities.

These deficiencies resulted in more than a remote likelihood that a material misstatement of our annual or
interim financial statements would not be prevented or detected.

2. Inadequate segregation of duties. We had inadequate procedures and controls to ensure proper segregation of
duties within our purchasing, disbursements and payroll processes and accounting systems. As a result,
misappropriation of assets could occur and not be detected in a timely manner. These deficiencies resulted in more
than a remote likelihood that a material misstatement of our annual or interim financial statements would not be
prevented or detected.

3. Inadequate financial statement preparation and review procedures. We had inadequate policies, procedures and
personnel to ensure that accurate, reliable interim and annual consolidated financial statements were prepared and
reviewed on a timely basis. Specifically, we had insufficient: a) levels of supporting documentation; b) review and
supervision within the accounting and finance departments; c¢) preparation and review of footnote disclosures
accompanying our financial staternents; and d) technical accounting resources. These deficiencies resulted in errors
in the financial statements and more than a remote likelihood that a material misstatement of our annual or interim
financial statements would not be prevented or detected.

4. Inadequate reviews of account reconciliations, analyses and journal entries. We had inadequate review
procedures over account reconciliations, account and transaction analyses, and journal entries. Specifically,
deficiencies were noted in the following areas: a) management review of supporting documentation, calculations and
assumptions used to prepare the financial statements, including spreadsheets and account analyses; and b)
management review of journal entries recorded during the financial statement preparation process. These
deficiencies resulted in misclassification errors between accounts receivable and deferred revenue; current and non-
current deferred revenue; and other errors in the financial statements and more than a remote likelihood that a
material misstatement of our annual or interim financial statements would not be prevented or detected.

5. Inadequate controls over purchases, payroll and disbursements. We had inadequate controls over purchases,
payroll and the disbursement of funds as well as the recording of accruals for purchases and expenses. Specifically,

+  Wire transfers and transfers between investment accounts were made with inadequate approvals;
*  Wedid not have a policy requiring authorized purchase orders;

» Invoices were paid with inadequate approvals;

+  The review of employee expense reports was inadequate;

+  We did not have sufficient management review of commission payments; and

+  Period-end cut-off procedures in the procurement cycle were inadequate.

These weaknesses increase the likelihood that unauthorized purchases and disbursements could occur and not
be detected in a timely manner. These deficiencies resulted in errors in the financial statements and in more than a
remote likelihood that a material misstatement of our annual or interim financial statements would not be prevented
or detected.

6. Inadequate controls over revenue. Our review procedures over accounting for revenue were not functioning
effectively. Specifically,

»  Review procedures over the application of our revenue recognition policies for software license and
service arrangements were inadequate;

+  Review procedures over the accounting for service projects, such as the review of documentation
supporting project milestone delivery or professional service hours rendered were inadequate;

«  Review procedures relating to customer invoices and the application of cash receipts and credit memos to
accounts receivable were inadequate; and

*  Review procedures relating to shipping documentation for the accuracy of revenue cut-off were
inadequate.
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These deficiencies resulted in more than a remote likelihood that a material misstatement of our annual or
interim financial statements would not be prevented or detected.

7. Inadequate controls over accounting for investments. We did not have effective policies and procedures regarding
the review of investments managed by a third party. This deficiency resulted in a material misclassification error
between cash equivalents and short-term investments and in more than a remote likelihood that a material
misstatement of our annual or interim financial statements would not be prevented or detected.

In making our assessment, management used the criteria set forth by COSO in Internal Control—Integrated
Framework. Because of the material weaknesses described above, management concluded that, as of December 31,
2004, our internal control over financial reporting was not effective based on those criteria.

KPMG LLP, an independent registered public accounting firm, audited management’s assessment of the
effectiveness of our internal control over financial reporting. KPMG LLP issued an audit report thereon, which is
included in this Annual Report on Form 10-K.

(c¢) Changes in Internal Control Over Financial Reporting

Our management is treating these material weaknesses very seriously and has undertaken the following
actions to remediate them:

For the quarter ended December 31, 2004:

+  Hired additional qualified personnel in accounting and IT. This includes a Vice President of Finance—
Europe in November 2004, a Director of Information Technology in November 2004 and a Director of
Revenue Accounting in December 2004.

For the quarter ended March 31, 2005:

» Implemented enhanced procedures for the preparation and review of financial statements, review of
account reconciliations, analyses and journal entries; and

+  Implemented improved procurement cutoff procedures.
For the quarter ended June 30, 2005:
+  Hired a new Corporate Controller in June 2005;

+  Implemented improved procedures in April 2005 to ensure that all wire and investment transfers were
adequately approved;

+ Implemented a tighter review of expense reports, commission payments and other disbursements; and

+ Implemented better monitoring of our investments to ensure compliance with policy and correct
classification in the financial statements.

These changes are part of our overall program that is intended to remediate all material weaknesses by
December 31, 2005.

ITEM 9B. OTHER INFORMATION

None.
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PART III
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT
Executive Officers and Directors

There is no family relationship between any director or executive officer of the Company. The names, ages
and positions of our current directors and executive officers are as follows:

DIRECTORS
Class I Directors Continuing in Office Until the 2005 Annual Meeting

Jack Acosta, 58, has served as a member of the Board of Directors of SumTotal Systems and as chair of
SumTotal Systems’ Audit Committee since the Company’s inception in March 2004, He served as a member of the
Board of Directors of Docent, the company that was merged into Click2learn, the Company’s predecessor, from
April 2003 until March 2004. He also currently serves on the Board of Directors of Savi Technology, Inc.,
BenefitStreet, Inc. and Integral Development. Mr. Acosta served as Chief Financial Officer and Vice President,
Finance for Portal Software, a financial software company, from February 1999 until September 2001. In addition,
Mr. Acosta served as Secretary for Portal Software from February 1999 through April 1999. From July 1996 to
January 1999, Mr. Acosta served as Executive Vice President and Chief Financial Officer for Sybase, Inc., a
database company. From December 1994 until July 1996, Mr. Acosta served as Vice President, Engineering
Services, Integration and Business Management of Sybase. From March 1993 until December 1994, Mr. Acosta
served as President, Chief Operating Officer and a director of Tanon Manufacturing, Inc., a manufacturing and
engineering services company. Prior to March 1993, Mr. Acosta held various management positions at Ungermann-
Bass Inc., Atari, Inc., Diablo Systems, Inc. and Ford Motor Company.

Vijay Vashee, 55, has served as a member of the Board of Directors of SumTotal Systems and as a member
of SumTotal Systems’ Audit Committee since the Company’s inception in March 2004. He served as a director of
Click2learn from July 2001 until March 2004. From 1982 until October 2001, Mr. Vashee served in various senior
marketing, product management and executive positions at Microsoft, including as General Manager for Microsoft
Project from 1988 to 1992 and as General Manager for Power Point from 1992 to 1997. Mr. Vashee holds a B. Tech
EE from IIT Bombay, an MSEE from Cornell University, and an MBA from the University of Chicago. Mr. Vashee
is the Chairman and was founding President of The Indus Entrepreneurs, Seattle and previously served as a board
member of IntelliPrep prior to its acquisition by Click2learn in May 2001.

Directors Continuing in Office Until the 2006 Annual Meeting

John Coné, 54, has served as a member of the Board of Directors of SumTotal Systems and as chair of
SumTotal Systems’ Compensation Committee and a member of the Corporate Governance Committee since the
Company’s inception in March 2004. He served as a director of Click2learn from May 2002 to March 2004. He
currently is a consultant and author in the field of organization learning and has served as Chairman and President of
the American Society of Training and Development (ASTD) in 2002 and 2003, respectively. From July 1995 until
his retirement in August 2001 he served as Vice President of Learning & Development for Dell Inc. Prior to Dell, he
served as Chief Learning Officer and Vice President of Human Resources for Sequent Computer Systems Inc. a
computer hardware and software company, from June 1991 to June 1995. Prior to Sequent, he served as Director of
Corporate Educational Services for Motorola from February 1988 to May 1991, where he was a founder and creator
of Motorola University in 1990. In 2002, Mr. Coné served as the chair of ASTD and on the Board of Storied
Learning, a privately-held e-Learning content company.

Donald E. Fowler, 67, has served as chair of the Board of Directors of SumTotal Systems and as a member of
SumTotal Systems” Compensation and Governance Committees since the Company’s inception in March 2004. Mr.
Fowler served as a member of the Board of Directors of Docent from January 2003 to March 2004, and was a
member of Docent’s Audit and Governance Committees during the same period. He has recently served on the
boards of ADAC Laboratories and TelCom Semiconductor, and now serves on the board of Storage Engine, Inc. Mr.
Fowler is involved with various private companies, through advisory or board memberships, served as CEO of eT
Communications from 1996 to 1998 and served as interim CEO of several companies between 1996 and 2002. Mr.
Fowler was Senior Vice President at Tandem Computers, a company that manufactured fault-tolerant computers,
from 1986 to 1996. Mr. Fowler also served in executive capacities with Bechtel Group 1976 to 1986, and IBM from
1965 to 1976. Mr. Fowler received a B.S. in Mathematics and an M.B.A from the University of Washington in
Seattle.
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Ali Kutay, 50, has served as a member of the Board of Directors of SumTotal Systems. and as a member of
SumTotal Systems’ Audit and Corporate Governance Committees since the Company’s inception in March 2004,
He served as a member of the Board of Directors of Docent from April 2000 to March 2004; as a member of
Docent’s Audit Committee from April 2000 until March 2004; and as a member of Docent’s Governance
Committee from January 2003 until March 2004. From June 2004 through the present, Mr. Kutay is Chief Executive
Officer and President of Golden Gate Software, Inc., a transactional data management company. From 1998 to 2003
Mr. Kutay was the Chairman and Chief Executive Officer of AltoWeb, Inc., a provider of e-business infrastructure
software. From 1997 to 1998 he was a director, and subsequently President and Chief Executive Officer of
WebLogic, Inc., a Java-based application server company, which was merged with BEA Systems, Inc. in 1998.
Previously he was the President and CEO of Lockheed Martin Corporation’s Commercial Software Business Unit,
Formtek, from 1990 to 1997. At Formtek, Mr, Kutay served in various roles including as its President and Chief
Executive Officer from 1985 until 1989. Mr. Kutay holds a B.S. and M.S. degree in Engineering from Middle East
Technical University and has completed graduate work at Carnegie Mellon University.

Directors Continuing in Office Until the 2007 Annual Meeting

R. Andrew Eckert, 44, has served as Chief Executive Officer and a member of the Board of Directors of
SumTotal Systems since the Company’s inception in March 2004. Previously, Mr. Eckert served as President of
Docent from 2001 until March 2004, Chief Executive Officer from April 2002 until March 2004 and a director from
May 2002 until March 2004. Mr. Eckert joined Docent in December 2001 as Chief Operating Officer and President.
From 2000 until joining Docent, Mr. Eckert worked as an independent consultant. From 1990 to 2000, Mr. Eckert
held numerous executive and director positions at ADAC Laboratories, a medical products company. Mr. Eckert
was elected a director at ADAC Laboratories in 1996 and Chair of the Board in 1999, and served in this capacity
until 2000. Mr. Eckert also served as Chief Executive Officer of ADAC Laboratories from 1997 to 2000. Prior to
joining ADAC Laboratories, Mr. Eckert worked in the venture capital and investment banking industries with
Summit Partners and Goldman Sachs & Co., respectively. Mr. Eckert is a member of the Boards of Directors of
Connetics Corporation and Varian Medical Systems, Inc. He holds a B.S. degree in industrial engineering and an
M.B.A. from Stanford University.

Sally Narodick, 60, has served as a member of the Board of Directors of SumTotal Systems and as chair of
SumTotal Systems’ Corporate Governance Committee and a member of the Compensation Committee since the
Company’s inception in March 2004. She served as Lead Director of Click2learn from December 2002 to March
2004 and as a director from May 1999 to March 2004. Ms. Narodick is a retired e-Learning executive. From
September 2000 to March 2001, she worked with Click2learn’s management team advising on mergers and
acquisitions, in addition to working with other non-competitive e-Learning companies. From October 1998 to
September 2000, she was President and CEO of Apex Learning Inc., which provides e-Learning courses to high
school students. Prior to that, she was Chair and CEO of Edmark Corporation, a publicly held educational software
company, from 1989 until June 1996. From December 1996 through October 1998, she was an educational
technology consultant working primarily for the Consumer Software Division of IBM. Ms. Narodick is a director of
Penford Corporation, a provider of specialty natural ingredient systems for various applications; Solutia, Inc., a
publicly held specialty chemical company, where she is also a member of the company’s Audit Committee; Puget
Energy, a publicly held gas and electric utility, where she chairs the Audit Committee; and Cray Inc., a global
supercomputer leader, where she is also a member of the company’s Audit Committee.

Kevin Oakes, 41, has served as President and as a member of the Board of Directors of SumTotal Systems
since the Company’s inception in March 2004. He served as a director of Click2learn from September 1997, Chief
Executive Officer from January 2000 and as Chairman of the Board from May 2001 until March 2004. Mr. Oakes
had been President of Click2learn since joining the company in September 1997. Prior to that time, Mr, Oakes was
the President of each of Oakes Interactive, a custom content development company, Acorn Associates, an e-
Learning consulting firm and TopShelf Multimedia, a reseller of e-Learning titles which he founded in March 1993,
January 1996 and March 1997, respectively, and each of which Click2learn acquired in September 1997. Prior to
1993, Mr. Oakes held positions at The Minnesota Mutual Life Insurance Company and Fidelity Investments. Mr.
Oakes also serves on the Board of Directors of the American Society of Training & Development (ASTD), where he
will serve as Chair in 2006, and Development Dimensions International (DDI), a privately-held HR training firm.

EXECUTIVE OFFICERS

David Crussell, 43, has served as Executive Vice President of Operations of SumTotal Systems since October
2004 and as Senior Vice President of Operations from the Company’s inception in March 2004 until October 2004.
He previously served as Senior Vice President, Worldwide Operations of Docent from March 2002 to March 2004.
From 2001 to 2002, Mr. Crussell was Chief Operating Officer and Vice President of Sales for Steelpoint
Technologies, Inc, a Web-based content management software company. From 1994 to 2001, Mr. Crussell held
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numerous executive positions at ADAC Laboratories, including Sr. Vice President and General Manager of the
Radiation Therapy Planning Software Division. From 1986 to 1994, Mr. Crussell held numerous managerial
positions at GE Medical Systems, including Software Development Manager. Mr. Crussell holds a B.S. in
Mathematics with Computer Science from Southampton University.

Sanjay Dholakia, 35, has served as Senior Vice President of Marketing and Alliances for SumTotal Systems
since the Company’s inception in March 2004. He served as Vice President of Marketing and Business
Development of Docent from February 2002 until March 2004, Mr. Dholakia joined Docent in February 2001 as
Director of Corporate Business. From April to December 2000, he served as Director of Business Development and
acting COO for a portfolio company within Walker Digital, a business incubation and intellectual property firm.
From 1997 to 2000, Mr. Dholakia served as an Engagement Manager at McKinsey & Company, a management
consulting firm. From 1991 to 1995, he served as a Senior Consultant at Andersen Consulting, a management and
technology services organization. Mr. Dholakia holds a B.S. from the Wharton School and an M.B.A. from the
Kellogg School of Management.

Sudheer Koneru, 37, has served as Senior Vice President of International Operations for SumTotal Systems
since the Company’s inception in March 2004. He served as Chief Operating Officer of Click2learn from January
2003 to March 2004, as Executive Vice President, Customer Services from January 2002 until January 2003 and as
Executive Vice President, Products and Strategy from May 2001 until January 2002. Prior to joining Click2learn, he
served as Chief Executive Officer of IntelliPrep Technologies, Inc., which he co-founded in 2000, until IntelliPrep
was acquired by Click2learn in May 2001. Prior to IntelliPrep, Mr. Koneru served in various positions at Microsoft
Corporation since 1992, most recently as Director/Product Unit Manager for the consumer Windows division from
1998 to 2000.

Neil J. Laird, 52, has served as Executive Vice President and Chief Financial Officer of SumTotal Systems
since October 2004 and was Senior Vice President and Chief Financial Officer from the Company’s inception in
March 2004 until October 2004. He served as Senior Vice President and Chief Financial Officer of Docent from
August 2002 until March 2004. From April until June 2002, Mr. Laird was Chief Financial Officer of Novasonics,
Inc., a privately held medical products company. From 1999 to 2001, Mr. Laird was Senior Vice President and Chief
Financial Officer of ADAC Laboratories. From 1998 to 1999, Mr. Laird held various executive positions at
Coherent Medical Group, a medical laser company. From 1997 to 1998, Mr. Laird was an independent consultant.
From 1980 to 1997, Mr. Laird held various executive and managerial financial positions at Measurex Corporation,
including Vice President-Corporate Controller. Mr. Laird holds an M. A. degree in economics from Cambridge
University and is a United Kingdom Chartered Accountant.

Erika Rottenberg, 43, has served as Senior Vice President, General Counsel and Secretary of SumTotal
Systems since the Company’s inception in March 2004, Prior to joining SumTotal Systems, Ms. Rottenberg held
various positions at Creative Labs, Inc., a wholly-owned subsidiary of Creative Technology Ltd., a digital
entertainment and computer peripheral company, including serving as Vice President, Strategic Development and as
General Counsel. From 1992 to 1996, Ms. Rottenberg was associated with the law firm of Cooley Godward in its
Silicon Valley offices, where she practiced corporate and employment law for technology companies. Ms.
Rottenberg holds a juris doctor degree from Boalt Hall School of Law, University of California, Berkeley and a B.S.
degree in education from the State University of New York at Geneseo.

Srinivasan Chandrasekar, 35, served as Senior Vice President of Engineering for SumTotal Systems from
the Company’s inception in March 2004 until December 2004. He had served as Executive Vice President, Products
and Strategy of Click2learn from January 2003 through March 2004, and as Senior Vice President, Technology from
May 2001 until January 2003. Mr. Chandrasekar was a co-founder of IntelliPrep Technologies, Inc. an enterprise
learning software company, and served as its Chief Technology Officer from March 2000 until IntelliPrep was
acquired by Click2learn in May 2001. From 1993 to March 2000, he served in various positions at Microsoft, in
both managerial and technical leadership, including as head of Microsoft’s Metadirectory product development
group from September 1999 to March 2000.

Audit Committee

The Audit Committee, which during the fiscal year ended December 31, 2004 was composed of Messrs.
Acosta, Kutay and Vashee, held six meetings from the Company’s inception through December 31, 2004, Mr.
Acosta served as Chair of the Audit Committee. The Board of Directors has determined that Mr. Acosta is an Audit
Committee financial expert (as currently defined under applicable SEC rules). All members of the Audit Committee
are independent (as currently defined under the listing standards of the NASDAQ Stock Market).
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Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act requires the Company’s directors and executive officers, and persons who
own more than ten percent (10%) of a registered class of the Company’s equity securities to file with the SEC initial
reports of ownership and reports of changes in ownership of Common Stock and other equity securities of the
Company. Officers, directors and greater than ten percent (10%) stockholders are required by SEC regulation to
furnish the Company with copies of all Section 16(a) forms they file.

To the Company’s knowledge, based solely on a review of the copies of such reports furnished to the
Company and written representations that no other reports were required during the fiscal year ended December 31,
2004, all of the Company’s executive officers, non-employee directors and greater than ten percent (10%)
stockholders complied with applicable Section 16(a) filing requirements.

Code of Ethies

The Company has a Code of Ethics that applies to the Chief Executive Officer, Senior Financial Officers,
Other Senior Executive Officers and the Board of Directors. A copy of the Code of Ethics is filed as Exhibit 14.1 to
this Form 10-K and is also available on our website at www.sumtotalsystems.com. The Company intends to disclose
any changes in or waivers of the Code of Ethics by posting such information on its website.

ITEM 11. EXECUTIVE COMPENSATION
Compensation of Executive Officers

The following table shows for the fiscal years ended December 31, 2004, 2003 and 2002 compensation
awarded or paid to, or earned by, the Company’s Chief Executive Officer, and its other four most highly
compensated executive officers at December 31, 2004 (the “Named Executive Officers”):

Annual Long-Term
Compensation Compensation Awards
Salary Bonus Securities Underlying
Name and Principal Position Year ($) ®® Options {#)
R.Andrew ECKert @.. ..o 2004 §$ 277,083 $ 90,550 150,000
Chief Executive Officer..........ccovvvviviviiiiiierieecievnes 2003 — — —
2002 — — —
Kevin OaKes @ .o 2004 $ 295,542 $ 64,614 100,000
Prestdent... ..ot 2003 250,000 — 0
2002 228,846 — 60,930
Sudheer KOnerw @ ... ...coovveiiiiiiicer e sve s enne s 2004 $ 211,725 $ 36,184 85,000
Senior Vice President, ..o 2003 190,000 — 31,880
International Operations.........coccooviveeevieirenrinceni e 2002 176,558 — 20,323
David Crussell .. ... et 2004 $ 187,153¢ § 42,704 60,000
Executive Vice President,........ccccovvvviiieeiiioiii e 2003 — — —
OPETALIONS ...t 2002 — — —
NEIL Laird @ ooevivi ittt 2004 $ 182,6397 § 41,668 75,000
Executive Vice President,.......cccccovvivvvariniiieineneaieeainn 2003 — — —
Chief Financial Officer.......cccocovvviiviiiiniiinieicccreen 2002 — — —

(1)  Aspermitted by rules promulgated by the SEC, no amounts are shown for “perquisites” as such amounts for
each Named Executive Officer do not exceed the lesser of 10% of the sum of such executive’s salary plus
bonus or $50,000.

(2) Bonus totals for 2004 includes bonuses earned for fiscal year 2004 but paid in fiscal year 2005.

(3) Messrs. Eckert, Crussell and Laird joined SumTotal Systems on the date of its formation, March 19, 2004, as
its Chief Executive Officer, Senior Vice President of Operations, and Senior Vice President and Chief
Financial Officer, respectively.

(4) Mr. Oakes was the Chief Executive Officer and Mr. Koneru was the Chief Operating Officer of SumTotal
Systems’ predecessor company, Click2learn, Inc. from January 1, 2004 to March 18, 2004.

(5) The 2004 salary figure for Mr. Eckert represents the salary paid from March 19, 2004 until December 31,
2004, and does not include his compensation from January 1, 2004 to March 18, 2004, during which time he
was employed by Docent, the company that was acquired by Click2learn. His salary for fiscal year 2004 was
$350,000 on an annualized basis.
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(6) The 2004 salary figure for Mr. Crussell represents the salary paid from March 19, 2004 until December 31,
2004, and does not include his compensation from January 1, 2004 to March 18, 2004, during which time he
was employed by Docent, the company that was acquired by Click2learn. From March 19, 2004 through
October 25, 2004, his salary was $225,000 on an annualized basis and $140,625 for the period. From October
26, 2004 through December 31, 2004, his salary was $275,000 on an annualized basis and $46,528 for the
period.

(7)  The 2004 salary figure for Mr. Laird represents the salary paid from March 19, 2004 until December 31, 2004,
and does not include his compensation from January 1, 2004 to March 18, 2004, during which time he was
employed by Docent, the company that was acquired by Click2learn. From March 19, 2004 through October
25, 2004, his salary was $225,000 on an annualized basis and $140,625 for the period. From October 26, 2004
through December 31, 2004, his salary was $250,000 on an annualized basis and $42,014 for the period.

Option Grants In Last Fiscal Year

In fiscal 2004, the Company granted nonqualified stock options to its Named Executive Officers under the
2004 Equity Incentive Plan, (the “2004 Equity Plan”). The following tables show for the fiscal year ended December
31, 2004 certain information regarding options granted to, exercised by, and held at year-end by, the Named
Executive Officers:

Potential Realizable

Number of %Oot;'T otal Value at Assumed
Sum er M prions Annual Rates of Stock
ecurities Granted to Price A iation f
Underlying Employees Exercise rice Apprecia 10(:1} or
. . . s Option Term
Options In Fiscal Price Per Expiration
Name Granted Year @ Share® Date 5% (%) 10% (3)
R. Andrew Eckert................. 150,000 595% $ 7.62 4/14/2014 $ 630,168 § 1,552,134
Kevin Oakes .......ccooecovvrvnenne 100,000 397% $ 7.62 4/14/2014 § 420,112 $§ 1,034,756
David Crussell ........ccc.ooeeee. 60,000 238% $ 7.62 4/14/2014 '§ 252,067 § 620,853
Sudheer Koneru..................... 60,000 238% $ 7.62 4/14/2014 '§ 252,067 $ 620,853
25,000 099% $§ 7.60 4/21/2014 $ 104,752 $ 258.010
Neil Laird ...ccoovvvevveerieicnens 75,000 297% $ 7.62 4/14/2014 $ 315,084 S 776,067

(1) Options for new employees generally have a four-year vesting schedule and generally vest 25% on the first
anniversary date of the grant and then monthly thereafter. Subsequent options generally also have a four-year
vesting schedule and generally vest 25% on the six-month anniversary date of the grant and then monthly
thereafter. However, on May 31, 2003, the Board approved the acceleration of vesting of certain unvested and
“out-of-the-money” stock options with exercise prices equal to or greater than $5.60 per share previously
awarded to its employees, including its Section 16 officers, under each of the Company’s equity compensation
plans. This approval was based on a recommendation of the Compensation Committee of the Board of
Directors, which consists entirely of independent directors, and reflected an approximate 10% premium over
the average closing price of the Company’s common stock over the ninety days preceding May 31, 2005.

(2) Based on options to purchase an aggregate total of 2,521,360 shares of the Company’s Common Stock granted
to employees of the Company in fiscal year 2004, including the Named Executive Officers.

(3) The exercise price of the options is equal to the fair market value of the Company’s Common Stock on the
date of grant.

(4) The potential realizable value is based on the term of the option at the time of grant (which is generally ten
years). The potential realizable value is calculated by assuming that the stock price on the date of grant
appreciates at the indicated rate for the entire term of the option and that the option is exercised and sold on
the last day of its term at the appreciated price. These amounts represent certain assumed rates of appreciation,
in accordance with rules of the SEC, and do not reflect the Company’s estimate or projection of future stock
price performance. Actual gains, if any, are dependent on the actual future performance of the Company’s
Common Stock, and no gain to the optionee is possible unless the stock price increases over the option term,
which will benefit all Stockholders.
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Aggregated Option Exercises In Last Fiscal Year And Fiscal Year-End Option Values

Number of Number of Securities Value of Unexercised
Shares Value Underlying Unexercised Options at In-the-Money Options at
Acquired on Realized FY-End #) FY-End (8)"”
Name Exercise (#) [¢3] Exercisable Unexercisable Exercisable Unexercisable
R. Andrew Eckert .................. 0 0 364,885 307,772 § 257,728 § 228,464
Kevin Oakes......cccoevvrvecrnenee 0 0 199,454 83,334 § 166,948 § 0
David Crussell ......ccccocevvennenn 0 0 122,697 142,455 § 103,293 § 118,146
Sudheer Koneru ........c.oooe...... 0 0 58,221 95,674 § 53433 § 35,534
Neil Laird.....ooocovvveennirciiins 0 0 91,264 137,603 § 187,880 $ 164,914

(1) Represents the closing market price of the Company’s Common Stock at December 31, 2004 ($5.25) less the
exercise price of the options.

Compensation of Non-Employee Directors

In fiscal 2004, the Company paid fees to each of its Non-Employee Directors for their services as Directors
according to the standard arrangements approved by the Board of Directors on April 14, 2004:

#of
Annual
Annual Compensation #of Stock
Retainer per Meeting Meetings Options Vesting of Stock Options
Board Chair $2,500 $3,000 5 10,000 1 year/monthly vesting; full
acceleration upon Change of Control
Board Members $3,000 5 10,000 1 year/monthly vesting; full
acceleration upon Change of Control
Audit Committee $500 5
Members
Audit Committee Chair $500 10
Compensation $500
Committee Members
(including Chair)
Governance Committee $500
Members
(inctuding Chair)

Consideration for the Company’s Board members for fiscal year 2005 remains the same, with the following
exceptions: the Board Chair shall receive a $7,500 retainer fee, the Audit Committee Chair shall receive a $5,000
retainer fee, the Compensation Committee Chair shall receive a $3,000 retainer fee, and the Governance Committee
Chair shall receive a $2,000 retainer fee. Additionally, all Board and Committee members participating in telephonic
Board or Committee meetings shall receive a $500 phone meeting fee for each such meeting.

Change of Control Agreements

The Company has entered into change of control agreements with each of its executive officers and certain
other key employees that provide that, if the executive’s employment with the Company and its subsidiaries is
involuntarily terminated without cause (as defined in the change of control agreements) within twelve months
following the occurrence of a change of control (as defined in the change of control agreements), or if the executive
voluntarily terminates his employment within three months of the occurrence of an event constituting good reason
(as defined in the change of control agreements) and on account of an event constituting good reason within twelve
months following the occurrence of a change of control, the executive will be entitled to (i) twelve months base
salary, (ii) 100% of executive’s annual target bonus, (iii) continued health insurance coverage for twelve months
following the date of termination and (iv) full vesting of any outstanding options or restricted stock held by the
executive at the time of termination. As a condition of receipt of benefits, the executive must comply with all of the
terms of the change of control agreement, including an agreement not to solicit employees of the Company or
perform services for a competitor of the Company for one year following the executive’s termination of
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employment. In addition, the executive will be required to execute a release of claims, releasing all rights and claims
against the Company relating to the executive’s employment with the Company.

Compensation Committee Interlocks and Insider Participation

As noted above, during the fiscal year ended December 31, 2004, the Compensation Committee consisted of
Messrs. Coné and Fowler and Ms. Narodick, none of whom is an officer or an employee of the Company. No
executive officer of the Company serves as a member of the Board of Directors or Compensation Committee of any
entity that has one or more executive officers serving as a member of the Company’s Board of Directors or
Compensation Committee.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The following table sets forth certain information regarding the beneficial ownership of the Company’s
Common Stock as of June 30, 2005:

«  each stockholder who is known by us to own beneficially more than 5% of our Common Stock;

« each of our Chief Executive Officer and our other four most highly compensated executive officers
(“Named Executive Officers™) as of December 31, 2004;

»  each of our non-employee directors; and
+ all of our non-employee directors and Named Executive Officers as a group.

Unless otherwise indicated, to our knowledge, all persons listed below have sole voting and investment power
with respect to their shares of our Common Stock, except to the extent authority is shared by spouses under
applicable law. Beneficial ownership is determined in accordance with the rules of the Securities and Exchange
Commission (the “SEC™). Applicable percentage ownership is based on 21,185,916 shares of Common Stock
outstanding as of June 30, 2005, and options exercisable within sixty days of June 30, 2005. In computing the
number and percentage of shares beneficially owned by a person, shares of Common Stock subject to options
currently exercisable, or exercisable within sixty days of June 30, 2005, are counted as outstanding, while these
shares are not counted as outstanding for computing the percentage ownership of any other person.

Amount and Nature

of Beneficial Percent
Title of Class Name and Address of Beneficial Owner Ownership of Class
Common Stock Paul G. Allen @ 2,053,429 9.69%
505 5* Ave., Suite 900
Seattle, WA 98104
Common Stock Norwest Venture Partners VI, LP © 1,917,286 9.05%
525 University Avenue, Suite 800
Palo Alto, CA 94301
Common Stock Palo Alto Investors 1,704,167 8.04%
470 University Ave.
Palo Alto, CA 94301
Common Stock Perry Corporation® 1,429,962 6.75%

599 Lexington Avenue
New York, NY 10022

Common Stock Neil Gagnon © 1,264,836 5.97%
1370 Avenue of the Americas, Suite 2002
New York, NY 10019

Common Stock R. Andrew Eckert @ 703,412 3.25%
1808 N. Shoreline Blvd.
Mountain View, CA 94043

Common Stock Kevin Oakes® 560,327 2.63%
110 110" Ave. NE, Suite 700
Bellevue, WA 98004
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Common Stock David Crussell® 319,357 1.51%

1808 N. Shoreline Blvd.
Mountain View, CA 94043

Common Stock  Sudheer Koneru®? 196,793 *

SoftPro Heights
Plot #12, Software Units Layout
Cyberabad, Hyderabad 5000081, India

Common Stock Neil Laird 19 244 409 1‘16%
1808 N. Shoreline Bivd.
Mountain View, CA 94043

Common Stock  Ali Kutay @ 39,962 *

1808 N. Shoreline Bivd.
Mountain View, CA 94043

Common Stock Donald Fowler @ 34,195 *

1808 N. Shoreline Blvd.
Mountain View, CA 94043

Common Stock Vijay Vashee ¢ 23,252 *

1808 N. Shoreline Blvd.
Mountain View, CA 94043

Common Stock Jack Acosta @9 22,822 *

1808 N. Shoreline Blvd.
Mountain View, CA 94043

Common Stock  Sally Narodick ¥ 19,296 *
1808 N. Shoreline Blvd.
Mountain View, CA 94043

Common Stock John Coné ™ 17,173 *

1808 N. Shoreline Blvd.
Mountain View, CA 94043

Common Stock All Named Executive Officers and Non-Employee Director as a 2,180,998 9.59%

group ¥

(M
@

3)

Q)

&)

Represents beneficial ownership of less than one percent of the Common Stock.

This table is based on information supplied by the Named Executive Officers, directors and principal stockholders,
Schedules 13-G and 13G(A) filed with the SEC, and the Company’s register of shareholders.

Based the Company’s register of shareholders as of June 30, 2005. Includes 164,539 shares deemed to be beneficially
owned by Mr. Allen, held of record by Vulcan Ventures, Inc., 505 5™ Ave., Suite 900, Seattle, WA 98104, of which Mr.
Allen is the sole shareholder.

Based on Schedule 13G filed by Norwest Venture Partners VI, LP (“NVP VI”) with the SEC for the period ended
December 31, 2004. NVP owned of record 1,917,286 shares of common stock and claimed sole voting and dispositive
power over 1,917,286 shares. NVP VI has no rights to acquire additional shares through the exercise of options or
otherwise. Itasca VC Partners VI, LLP (“Itasca VC VI7), the General Partner of NVP VI, also claimed sole voting and
dispositive power over 1,917,286 shares. Mr. George J. Still, Jr., Mr. John P. Whaley and Mr. Promod Haque, managing
partners of Itasca VC VI, each claimed shared voting and dispositive power over 1,917,286 shares. Mr. Still owns an
additiona) 824 shares held in his individual capacity, Mr. Whaley owns an additional 823 shares held in his individual
capacity, and Mr. Haque owns an additional 824 shares held in his individual capacity and each claims sole voting and
dispositive power over such additional shares.

Based on Schedule 13G(A) filed by Palo Alto Investors with the SEC for the period ended December 31, 2004. Palo Alto
Investors, Palo Alto Investors LLC and William Leland Edwards each claimed shared voting and dispositive power over
1,704,167 shares. MicroCap Partners, L.P. claimed shared voting and dispositive power over 1,293,414 shares. MicroCap
Partners, L.P. disclaimed that it is the beneficial owner, as defined in Rule 13d-3 under the Securities Exchange Act of
1934, of such shares.

Based on Schedule 13G(A) filed by Perry Corp. with the SEC for the period ended December 31, 2004, Perry Corp. and
Richard C. Perry each claimed sole voting and dispositive power over 1,429,962 shares. Mr. Perry disclaimed any
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beneficial ownership interest of the shares held by any fund for which Perry Corp. acts as the general partner and/or
investment adviser, except for that portion of such shares that relates to his economic interest in such shares.

(6) Based on Schedule 13G(A) filed by Neil Gagnon with the SEC for the period ended December 31, 2004. As of December
31, 2004, Mr. Gagnon beneficially owned 1,264,836 shares, which amount included (i) 252,492 shares beneficially owned
by Mr. Gagnon over which he claimed sole voting power and sole dispositive power; (ii) 10,380 shares beneficially owned
by Mr. Gagnon over which he claimed sole voting power and shared dispositive power; (iii) 137,507 shares beneficially
owned by Lois Gagnon, Mr. Gagnon’s wife, over which he claimed shared voting power and shared dispositive power;
(iv) 11,910 shares beneficially owned jointly by Mr. Gagnon and his wife, over which Mr. Gagnon claimed shared voting
power and shared dispositive power; (v) 51,775 shares held by the Lois E. and Neil E. Gagnon Foundation (the
“Foundation”), of which Mr. Gagnon is a trustee and over which he claimed shared voting power and shared dispositive
power; (vi) 50,843 shares held by the Gagnon Family Limited Partnership (the “Partnership”) of which Mr. Gagnon is a
partner and over which he claimed shared voting power and shared dispositive power; (vii) 41,036 shares held by the
Gagnon Grandchildren Trust (the “Trust”) over which Mr. Gagnon claimed shared dispositive power but no voting power;
(viii) 155,230 shares held by a hedge fund (of which Mr. Gagnon is a general partner) over which Mr. Gagnon claimed
sole dispositive power and sole voting power; (ix) 1,713 shares held by the Gagnon Securities LLC P/S Plan (the “Plan”)
(of which Mr. Gagnon is a trustee) over which Mr. Gagnon claimed sole dispositive power and sole voting power; (x)
1,299 shares held by the Plan over which Mr. Gagnon claimed shared dispositive power and sole voting power; and (xi)
550,651 shares held for certain customers of Gagnon Securities LLC (of which Mr. Gagnon is the Managing Member and
the principal owner) over which Mr. Gagnon claimed shared dispositive power but no voting power.

(7)  Includes 100,000 shares of restricted stock, granted on May 26, 2005 and which vests over a three-year period, and
602,436 shares that Mr. Eckert has the right to acquire within sixty (60) days after June 30, 2003.

(8)  Includes 75,000 shares of restricted stock, granted on May 26, 2005 and which vests over a three-year period, and 282,788
shares that Mr. Qakes has the right to acquire within sixty (60) days after June 30, 2005.

(9)  Includes 50,000 shares of restricted stock, granted on May 26, 2005 and which vests over a three-year period, and 219,357
shares that Mr. Crussell has the right to acquire within sixty (60) days after June 30, 2005.

(10) Includes 142,604 shares that Mr. Koneru has the right to acquire within sixty (60) days after June 30, 2005.

(11) Includes 50,000 shares of restricted stock which vests over a three-year period granted on May 26, 2005 and 179,409
shares that Mr. Laird has the right to acquire within sixty (60) days after June 30, 2005

(12) Includes 39,962 shares that Mr. Kutay has the right to acquire within sixty (60) days after June 30, 2005.

(13) Includes 24,195 shares that Mr. Fowler has the right to acquire within sixty (60) days after June 30, 2005.

(14) Includes 10,000 shares that Mr. Vashee has the right to acquire within sixty (60) days after June 30, 2005.

(15) Includes 22,822 shares that Mr. Acosta has the right to acquire within sixty (60) days after June 30, 2005.

(16) Includes 19,296 shares that Ms. Narodick has the right to acquire within sixty (60) days after June 30, 2005.

(17) Includes 12,391 shares that Mr. Coné has the right to acquire within sixty (60) days after June 30, 2005.

(18) Includes 1,555,260 shares that certain Executive Officers and Directors have the right to acquire within sixty (60) days
after June 30, 2005.

EQUITY COMPENSATION PLAN SUMMARY

Number of Securities

Number of Securities Remaining Available
to be Issued upon for Future Issuance
Exercise of Under Equity
Outstanding Options  Weighted Average = Compensation Plans
as of Exercise Price of as of
Plan December 31,2004 Outstanding Options  December 31, 2004
Equity compensation plans approved by stockholders ©........ 5,975,907 $8.39 1,651,832

(1) SumTotal Systems’ 2004 Equity Plan, Docent’s 1997 Stock Option Plan (the “Docent 1997 Plan”), Docent’s
2000 Omnibus Equity Incentive Plan (the “Docent 2000 Plan”), Click2learn’s 1995 Combined Incentive and
Nonqualified Stock Option Plan (the “Click2learn 1995 Plan”), Click2learn’s 1998 Equity Incentive Plan (the
“Click2learn 1998 Plan™), Click2learn’s 1998 Directors’ Stock Option Plan (the “Click2learn 1998 Directors’
Plan”), Intelliprep Technologies, Inc. 2000 Equity Incentive Plan (“Intelliprep Plan). The only plan under
which shares were issued from March 19, 2004 and thereafter is the 2004 Equity Plan.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The Company has entered into change of control agreements with each of its executive officers and certain
other key employees. These are discussed under “Executive Compensation — Change of Control”.

The Company has entered into agreements to indemnify its directors and executive officers, in addition to the
indemnification provided for in the Company’s certificate of incorporation and bylaws. These agreements, among
other things, provide for indemnification of the Company’s directors and executive officers for many expenses,
including attommeys’ fees, judgments, fines and settlement amounts incurred by any such person in any action or
proceeding, including any action by or in the right of the Company, arising out of such person’s services as a
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director or executive officer of the Company, any subsidiary of the Company or any other company or enterprise to
which the person provided services at the Company’s request.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES
Fees Paid to Principal Accountants

The Company’s Audit Committee has no pre-determined policies for pre-approved of non-audit fees for the
principal auditor. Instead, the Audit Committee evaluates each potential engagement individually to determine
whether the engagement might impact the independence of the potential auditor. The process for such an evaluation
is to discuss the potential engagement with the principal auditors and the Company’s management at an Audit
Committee meeting and determine whether the engagement might impact the independence of the potential auditor.
The Audit Committee considers all of the relevant facts and circumstances in making its determination, including
the nature of the services to be provided, the estimated fees for the engagement and the principal auditor’s personnel
that will be performing the services. All services described below were pre-approved by the Audit Committee.

The following table shows the fees paid or accrued by the Company for the audit and other services provided
by KPMG LLP for fiscal years 2004 and 2003 ":

2004 2003

Audit Fees - the aggregate fees billed for the audit of annual financial statements, review of

quarterly financial statements and services normaily provided in connection with

statutory and regulatory filings or engagements® ..............cocoiiirriinneinneie e $§ 455000 $ 320,000
Audit Related Fees - the aggregate fees billed for assurance and related services that are

reasonably related to the performance of the audit or review of our financial statements,

including conducting mergers and acquisitions due diligence ..........cccovvivevvieinicnennns 125,000 76,500
Audit Related Sarbanes-Oxley Section 404 Fees - the aggregate fees billed for assurance

and related services that are reasonably related to the performance of Sarbanes-Oxley ‘

SECtioN 404 LESHINZ™ .. ..eoieiiiieie ettt e 1,500,000 —
Tax Fees - the aggregate fees billed for tax compliance, tax advice and tax planning.............. — —
All Other Fees - the aggregate fees billed for other products and services..........ccooveeneie, — —

TOAL ..o e e $ 2,080,000 § 396,500

(1) The figures reflect fees paid by Click2learn for fiscal year 2003 and, for fiscal year 2004, fees paid by
Click2learn from January 1, 2004 through March 18, 2004 and by SumTotal Systems from March 19, 2004
through December 31, 2004.

(2) The audit fees for 2004 include $112,000 in fees incurred in 2005 related to the audit of the consolidated
balance sheet of SumTotal Systems, Inc. as of December 31, 2004, the related consolidated statements of
operations, stockholders’ equity and comprehensive loss, and cash flows for the year then ended and timely
reviews for each 2004 quarter.

(3) The Sarbanes-Oxley Section 404 related fees for 2004 inctude $1,293,556 in fees incurred in 2005 related to
the audit of internal control over financial reporting as of December 31, 2004,
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PART IV
ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

(a)1. Consolidated Financial Statements
Refer to the Index to Consolidated Financial Statements in Item 8 herein.
2. Financial Statement Schedules

The following consolidated financial statement schedules of SumTotal Systems, Inc. are filed as
part of this Annual Report on Form 10-K and should be read in conjunction with the
Consolidated Financial Statements:

Schedule IT - Valuation and Qualifying Accounts

3. Exhibits
Refer to the Exhibits Index below.

(b)Exhibits Index

3.1 Amended and Restated Articles of Incorporation, filed with the Secretary of State of Delaware on
March 18, 2004 (incorporated by reference to Form 8-K filed on March 19, 2004)

3.2 Amended and Restated Bylaws (incorporated by reference to Form 8-K filed on March 19, 2004)

3.3 Certification by the Secretary of State of Delaware of the merger of Click2learn, Inc. with and
into SumTotal Systems, Inc. on September 17, 2004

3.4 Certification by the Secretary of State of Delaware of the merger of Docent, Inc. with and into
SumTotal Systems, Inc. on September 17, 2004

4.1 Securities Purchase Agreement dated as of December 8, 2000 by and between Click2learn and
Marshall Capital Management, Inc. (incorporated by reference to Click2learn’s Current Report on
Form 8-K dated December 12, 2000)

4.2 Registration Rights Agreement dated as of December 8, 2000 by and between Click2learn and
Marshall Capital Management, Inc. (incorporated by reference to Click2learn’s Current Report on
Form 8-K dated December 12, 2000)

4.3 Series A Warrant to Purchase Common Stock dated as of December 12, 2000 by and between
Click2learn and Marshall Capital Management, Inc. (incorporated by reference to Click2learn’s
Current Report on Form 8-K dated December 12, 2000)

4.4 Purchase Agreement dated as of November 15, 2001 by and between Click2learn and various
investors (incorporated by reference to Click2learn’s Current Report on Form §-K dated
November 15, 2001)

4.5 Registration Rights Agreement dated as of November 15, 2001 by and between Click2learn and
various investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated
November 15, 2001)

4.6 Form of Warrant to Purchase Common Stock dated as of November 20, 2001 from Click2learn to
various investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated
November 15, 2001)

4.7 Addendum to Purchase Agreement and Registration Rights Agreement dated as of December 190,
2001 by and between Click2learn and various investors (incorporated by reference to
Click2learn’s Annual Report on Form 10-K for the fiscal year ended December 31, 2001)

4.8 Purchase Agreement dated as of June 20, 2003 by and between Click2learn and various investors.
(incorporated by reference to Click2learn’s Current Report on Form 8-K dated June 20, 2003)

4.9 Registration Rights Agreement dated as of June 20, 2003 by and between Click2learn and various
investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated June 20,
2003)

4.10 Form of Warrant to Purchase Common Stock dated as June 20, 2003 from Click2learn to various
investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated June 20,
2003)
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10.1

10.2
10.3

10.4*
10.5*

10.6*
10.7*
10.8*
10.9*
10.10*
10.11*

14.1

21.1
231
311

31.2

321

Click2learn’s 1995 Combined Incentive and Nonqualified Stock Option Plan and related documents
(incorporated by reference to Click2learn’s Registration Statement on Form S-1 filed on April 1, 1998, as
amended)

Click2learn’s 1998 Equity Incentive Plan, as amended (incorporated by reference to Click2learn’s Annual
Report on Form 10-K for the fiscal year ended December 31, 2002)

IntelliPrep Technologies, Incorporated 2000 Equity Incentive Plan (incorporated by reference to Exhibit
99 4 to Click2learn’s Registration Statement on Form S-8 filed June 26, 2001)

2004 Equity Incentive Plan (incorporated by reference to Form S-4/A, filed January 29, 2004)

SumTotal Systems, f/k/a Click2learn, 1999 Employee Stock Purchase Plan (incorporated by reference to
Exhibit 4.04 to Click2learn, Inc.’s Registration Statement on Form S-8 (No. 333-83759))

Revised Form of Indemnification Agreement

Form of Change of Control Agreement

2004 Executive Incentive Plan

2005 Executive Incentive Plan (incorporated by reference to Form 8-K filed on February 22, 2005)
2004 Board Cash and Equity Compensation

2005 Board Cash and Equity Compensation (incorporated by reference to Form 8-K filed on February 23,
2005)

Code of Ethics for Chief Executive Officer, Senior Financial Officers, Other Senior Executive Officers
and the Board of Directors

List of Subsidiaries
Consent of Independent Registered Public Accounting Firm

Certifications of Chief Executive Officer Pursuant to Securities Exchange Act Rules 13a-14(a) and 15d-
14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

Certifications of Chief Financial Officer Pursuant to Securities Exchange Act Rules 13a-14(a) and 15d-
14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

Certifications of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section 1350,
as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

* Each exhibit marked with (*) is a compensatory contract, plan or other arrangement in which one or more directors and/or
executive officers areeligible to participate.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

SUMTOTAL SYSTEMS, INC.
August 1, 2005 /s/ NEIL J. LAIRD
Date Neil J. Laird

Chief Financial Officer
(Duly Authorized Officer and Chief Financial and
Chief Accounting Officer)

Pursuant to the requirements of the of Section 13 or 15(d) of the Securities Exchange Act of 1934, this Registrant has
duly caused this report to be signed on behalf of the Registrant in the capacities and on the dates indicated.

SUMTOTAL SYSTEMS, INC.
August 1, 2005 /s/ R. Andrew Eckert
Date R. Andrew Eckert, Chief Executive Officer

and Director

July 29, 2005 /s/ Kevin Oakes
Date Kevin Oakes, President and Director
August 1, 2005 /s/ Jack Acosta
Date Jack Acosta, Director
July 29, 2005 /s/ John W. Coné
Date John W. Coné, Director
August 1, 2005 /s/ Donald E. Fowler
Date Donald E. Fowler, Chairperson
Date Ali R. Kutay, Director
July 29, 2005 /s/ Sally Narodick
Date Sally Narodick, Director
July 28, 2005 /s/ Vijay Vashee
Date Vijay Vashee, Director
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EXHIBITS

Exhibits Index

3.1

32

33

34

4.7

4.8

49

4.10

411

4.12

4.7

4.8

49

4.10

10.4

10.5

10.6

Amended and Restated Articles of Incorporation, filed with the Secretary of State of Delaware
on March 18, 2004 (incorporated by reference to Form 8-K filed on March 19, 2004)

Amended and Restated Bylaws (incorporated by reference to Form 8-K filed on March 19,
2004)

Certification by the Secretary of State of Delaware of the merger of Click2learn, Inc. with and
into SumTotal Systems, Inc. on September 17, 2004

Certification by the Secretary of State of Delaware of the merger of Docent, Inc. with and into
SumTotal Systems, Inc. on September 17, 2004

Securities Purchase Agreement dated as of December 8, 2000 by and between Click2learn and
Marshall Capital Management, Inc. (incorporated by reference to Click2learn’s Current Report
on Form §-K dated December 12, 2000)

Registration Rights Agreement dated as of December 8, 2000 by and between Click2learn and
Marshall Capital Management, Inc. (incorporated by reference to Click2learn’s Current Report
on Form 8-K dated December 12, 2000)

Series A Warrant to Purchase Common Stock dated as of December 12, 2000 by and between
Click2learn and Marshall Capital Management, Inc. (incorporated by reference to Click2learn’s
Current Report on Form 8-K dated December 12, 2000)

Purchase Agreement dated as of November 15, 2001 by and between Click2learn and various
investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated
November 15, 2001)

Registration Rights Agreement dated as of November 15, 2001 by and between Click2learn and
various investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated
November 15, 2001)

Form of Warrant to Purchase Common Stock dated as of November 20, 2001 from Click2learn
to various investors (incorporated by reference to Click2learn’s Current Report on Form 8-K
dated November 15, 2001)

Addendum to Purchase Agreement and Registration Rights Agreement dated as of December
10, 2001 by and between Click?learn and various investors (incorporated by reference to
Click2learn’s Annual Report on Form 10-K for the fiscal year ended December 31, 2001)

Purchase Agreement dated as of June 20, 2003 by and between Click2learn and various
investors. (incorporated by reference to Click2learn’s Current Report on Form 8-K dated June
20, 2003)

Registration Rights Agreement dated as of June 20, 2003 by and between Click2learn and
various investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated
June 20, 2003)

Form of Warrant to Purchase Common Stock dated as June 20, 2003 from Click2learn to
various investors (incorporated by reference to Click2learn’s Current Report on Form 8-K dated
June 20, 2003)

Click2learn’s 1995 Combined Incentive and Nonqualified Stock Option Plan and related
documents (incorporated by reference to Click2learn’s Registration Statement on Form S-1 filed
on April 1, 1998, as amended)

Click?learn’s 1998 Equity Incentive Plan, as amended (incorporated by reference to
Click2learn’s Annual Report on Form 10-K for the fiscal year ended December 31, 2002)

IntelliPrep Technologies, Incorporated 2000 Equity Incentive Plan (incorporated by reference to
Exhibit 99.4 to Click2learn’s Registration Staterment on Form S-8 filed June 26, 2001)
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10.4* 2004 Equity Incentive Plan (incorporated by reference to Form S-4/A, filed January 29, 2004)

10.5* SumTotal Systems, f/k/a Click2learn, 1999 Employee Stock Purchase Plan (incorporated by
reference to Exhibit 4.04 to Click2learn, Inc.’s Registration Statement on Form S-8 (No. 333-
83759))

10.6* Revised Form of Indemnification Agreement
10.7* Form of Change of Control Agreement
10.8* 2004 Executive Incentive Plan

10.9* 2005 Executive Incentive Plan (incorporated by reference to Form 8-K filed on February 22,
2005)

10.10* 2004 Board Cash and Equity Compensation

10.11*%2005 Board Cash and Equity Compensation (incorporated by reference to Form 8-K filed on
February 23, 2005)
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SCHEDULE 11

SUMTOTAL SYSTEMS, INC.
SCHEDULE OF VALUATION AND QUALIFYING ACCOUNTS
Years Ended December 31, 2004, 2003, and 2002
(In thousands)

Balance at Additions from  Charge to Other Balance at
Beginning of Year  Acquisitions  Costs and Expenses Deductions End of Year

Year ended December 31, 2004:
Valuation accounts deducted from assets:
Allowance for doubtful receivables and sales
returns $(566) $(387) $(651) $875 $(729)

Year ended December 31, 2003:
Valuation accounts deducted from assets:
Allowance for doubtful receivables and sales
returns $(927) $— $(744)  $1,105 $(566)

Year ended December 31, 2002:
Valuation accounts deducted from assets:
Allowance for doubtful receivables and sales
returns $(1,430) $— $(1,557)  $2,060 $(927)
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Exhibit 31.1

CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER
PURSUANT TO SECURITIES EXCHANGE ACT RULES 13a-14(a) AND 15d-14(a),
AS ADOPTED PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, R. Andrew Eckert, certify that:
1. I have reviewed this Annual Report on Form 10-K of SumTotal Systems, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were
made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and
for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in the Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a)  Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared,

b)  Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

¢)  Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures as of the end of
the period covered by this report based on such evaluation; and

d)  Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case
of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting. "

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent functions):

a)  All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b)  Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

Date: August 1, 2005

/s R. ANDREW ECKERT

R. Andrew Eckert
President, Chief Executive Officer and Director
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Exhibit 31.2

CERTIFICATIONS OF CHIEF FINANCIAL OFFICER
PURSUANT TO SECURITIES EXCHANGE ACT RULES 13a-14(a) AND 15d-14(a),
AS ADOPTED PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, Neil J. Laird, certify that:
1. T have reviewed this Annual Report on Form 10-K of SumTotal Systems, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were
made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and
for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in the Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a)  Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b)  Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

c)  Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures as of the end of
the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscai quarter (the registrant’s fourth fiscal quarter in the case
of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting.

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent functions):

a)  All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b)  Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

Date: August 1, 2005

/s/ NEIL J. LAIRD

Neil J. Laird
Senior Vice President and Chief Financial Officer
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Exhibit 32.1

CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER AND CHIEF FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906
OF THE SARBANES-OXLEY ACT OF 2002

I, R. Andrew Eckert, certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-
Oxléy Act of 2002, that the Annual Report of SumTotal Systems, Inc. on Form 10-K for the fiscal year ended December 31,
2004 fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934 and that the
information contained in the Report fairly presents, in all material respects, the financial condition and results of operations
of the Company.

/s/ R. ANDREW ECKERT

R. Andrew Eckert
President, Chief Executive Officer and Director
Date: August 1, 2005

I, Neil J. Laird, certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley
Act of 2002, that the Annual Report of SumTotal Systems, Inc. on Form 10-K for the fiscal year ended December 31, 2004
fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934 and that the
information contained in the Report fairly presents, in all material respects, the financial condition and results of operations
of the Company.

/s/ NEIL J. LAIRD

Neil J. Laird
Senior Vice President and Chief Financial Officer
Date: August 1, 2005
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